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EXECUTIVE StnVTMARY 

In this initial report, the Staff of the Federal Energy Regulatory Commission 
(Commission) presents to the Commission, the Congress, and the pubhc its initial report 
on its investigation in Docket No. PA02-2-000 and its findings and recommendations 
with respect to (1) the initiation of separate proceedings to further investigate specific 
instances of possible inappropriate conduct by Portland General Electric Company 
(Portland), two other affiliates of Enron Corporation (Enron),* El Paso Electric Company 
(El Paso Electric), and Avista Corporation (Avista), and the initiation of generic 
reevaluations of the Commission's "simultaneous offer" rule; (2) publicly-reported 
California delivery point natural gas spot price data, including the use of such data in the 
California refund proceeding in Docket Nos. ELOO- 95-045 and ELOO-98-042 now 
pending at the Commission; and (3) the impact of the Enron trading strategies (discussed 
in the previously released Enron memoranda^) on energy prices in the West. 

This report reflects the views only of Commission Staff; it has not been 
considered by the full Commission. It is based only on the information that we have 
obtained and reviewed at this time; Staff continues to receive and review data including 
information relevant to the subjects covered in this report. 

This report reflects information that was submitted to Staff under a claim of 
privilege pursuant to 18C.F.R. § 388.112(2002). Staff has made a good faith effort to 
ensure that none of the specifics of such material is being released to the public. 

On February 13, 2002, in Docket No. PA02-2-000, the Commission directed Staff 
to gather Information on whether any entity, including, but not limited to, any affiliate or 
subsidiary of Enron had manipulated short-term prices for electric energy or natural gas 
in the West, or otherwise exercised undue influence over wholesale electric prices in the 
West, since January 1, 2000, resulting in potentially unjust and unreasonable prices in 


*The two other Enron companies are Enron Power Marketing, Inc. and Enron 
Capital and Trade Resources Corporation. Portland is a traditional public utility with 
captive ratepayers. 

^As we discuss in more detail below, three memoranda describing Enron's 
electricity trading strategies were released by Enron's Board of Directors on May 6, 2002, 
and made publicly available on the Commission's web site. We refer hereinafter to these 
strategies as the "Enron trading strategies." 
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long-term power sales contracts. Staff was also directed to look into other factors that 
may have influenced contract teims. 

As part of this ongoing investigation. Staff inquired into the characteristics of 
publicly-reported price data, including spot prices at California delivery points that ate 
used to calculate the mitigated market-clearing price in the refund proceeding. This area 
of inquiry was in part prompted by allegations that Enron's bankruptcy had triggered a 
substantial fall in spot prices, which allegedly was evidence that Enron had manipulated 
those prices. While the Commission has no jurisdiction over trade publications, once a 
formal investigation was initiated. Staff was then able to conduct discovery of trade 
publications' procedures and practices with respect to reporting natural gas spot prices.^ 
The results of this inquiry are contained in this initial report. 

Staff, with the assistance of outside consultants who have expertise in electric and 
natural gas market issues,'* is conducting a comprehensive investigation of a variety of 
factors and behaviors that may have influenced electric and natural gas prices in the West 
during 2000-2001. This is a time- and resource-intensive investigation which involves 
extensive data gathering and data analysis. To date. Staff has received in excess of 70 
boxes of written material and in excess of 1,200 gigabytes (GB) of electronic data. In 
addition, Staff is sharing information with, and otherwise coordinating with, other 
investigatory agencies, including the Department of Justice, the Commodity Futures 
Trading Commission (CFTC), and the Securities and Exchange Commission (SEC). 

Throughout the course of its ongoing investigation. Staff prioritized its efforts on 
those areas of inquiry that have the largest impact on customers, and one of those areas 
involves use of publicly-reported natural gas price data in calculating potential refunds in 
the California refund proceeding. Because of the large dollar impact and the fact that 
publicly-reported prices are a discrete subject readily separated from other areas of 
inquiry. Staff has accelerated the publication of its findings and recommendations on the 
use of published price data so that its findings and recommendations can be factored into 
the California refund proceeding. The now infamous Em-on trading strategies have 


^5eel6U.S.C. § 825f(1994). 

^The outside consulting firms are Aspen Systems Corporation (Aspen Systems) 
and Analysis Group/Economics (AG/E). Members of AG/E active in this investigation 
include Edward P. Kahn and Michael Quinn. Other outside consultants include Hendrik 
Bessembinder, Robert S. Pindyck, and Chester S. Spatt. 
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adversely affected confidence in energy markets in the West. For this reason, Staff also 
presents its analysis and recommendations on the Enron trading strategies. 

Staff reports the following principal findings and recommendations: 

With respect to the initiation of separate, company-specific proceedings and 
generic reevaluations: 

• Staff recommends that the Commission initiate company-specific separate 
proceedings, in which specific instances of possible misconduct by public 
utilities can be further investigated and appropriate remedies imposed. 

These companies are three Enron companies (Portland, Enron Power 
Marketing, Inc., and Enron Capital and Trade Resources Corporation), El 
Paso Electric, and Avista. The specific instances of possible misconduct 
include: violations of the companies' codes of conduct and the Commission's 
standards of conduct; failures to make appropriate filings under sections 203 
and 205 of the Federal Power Act (FPA); violations of the Commission's open 
access transmission requirements; and violations of minimum operating 
reserve requirements. 

• Staff recommends that the Commission reevaluate the "simultaneous offer" 
rule that it uses to discipline affiliate transactions to ensure that it is effective 
and verifiable. 

With respect to natural gas price data; 

• Historically, the spot prices for natural gas at the California delivery points 
highly correlate with prices at producing basins and Henry Hub. During the 
months of October 2000 to July 2001 - the refund period in the California 
refund proceeding - the correlation was abnormally low. Since that time, the 
high correlation has resumed. 

• Given the abnormal correlation for this isolated period. Staff attempted to 
independently verify the price data to assure that they are statistically valid, 
reliable, and free from the effects of price manipulation. 

• The price data published in various trade publications share a wide range of 
generic characteristics, that is, characteristics common to all publications. 
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common to price data for both electric and natural gas products, and 
common to the data for both daily spot prices and forward prices. These 
generic characteristics - and the availability of superior alternatives - raise 
serious issues concerning the continued use of the published natural gas price 
data for California delivery points for purposes of calculating the mitigated 
market-clearing price in the California refund proceeding. 

• At this point in time, no independent entity, such as this Commission, can 
verify the published price data. This is due, in part, to the reporting firms' 
status as non-jurisdictional entities as well as their legitimate desire to protect 
the confidentiality of their sources. Without knowing the source of the raw 
data, there cannot be any independent verification of the price data 
published by any reporting firm. 

• The trade publications reporting spot and forward prices for both electric 
and natural gas products at California delivery points do not employ 
statistically valid sampling procedures or a systematic, formal verification 
procedure. 

X While Staff is continuing to investigate whether there was actual 

manipulation of spot gas prices, we have preliminary indications that this 
may have occurred. Also, market participants had the incentive to 
manipulate spot prices upward for natural gas at the California delivery 
points. 

X Enron OnLine (EOL) was a significant source of price discovery and 
formation and was potentially susceptible to manipulation by market 
participants. 

X Staff concludes that the reported spot prices for natural gas at California 
delivery points are not appropriate for use in computing the mitigated 
market-clearing price and subsequent refunds in the California refund 
proceeding. Staff makes no conclusions as to whether these reported prices 
are inappropriate for structuring contractual provisions between two 
sophisticated parties bargaining at arms-length. 

X While there may be other possible alternatives, Staff' has focused its analysis 

on two of these, and we are recommending that refunds be computed based 
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on the spot prices for natural gas reported at producing area pricing points, 
plus an allowance for transportation to California. Spot prices at producing 
areas can be independently corroborated because they correlate well with 
prices at Henry Hub, which has a deep and liquid futures market conducted 
on the New York Mercantile Exchange (NYMEX), itself a CFTC-regulated 
organized exchange. For purposes of the California refund proceeding. Staff 
regards spot prices at the producing areas to be superior to spot prices at 
Henry Hub, because natural gas at the producing areas is actually delivered 
to California, while natural gas from Henry Hub is not. 

Generators with fuel costs in excess of Staff’s recommended refund formula 
could apply for an uplift if it is demonstrated that the fuel costs were 
incurred based on arms-length negotiations with non-afliliated suppliers. 
This option will operate as a backstop to recover costs associated with 
scarcity. 

With respect to the Enron trading strategies: 

While the exact economic impact of the Enron trading strategies is difficult to 
determine precisely, Staff concludes that these now infamous trading 
strategies have adversely affected the confidence of markets far beyond their 
dollar impact on spot prices. Staff will continue to investigate whether the 
Enron trading strategies had an indirect effect on other products such as 
long-term physical and financial contracts. 

Many of the Enron trading strategies may have been attempts to manipulate 
prices. 

The Enron trading strategies also may have involved deceit, including the 
submission of false information, including false schedules. 

Enron, as a corporate entity, displayed great eagerness to experiment with all 
aspects of market rules and protocols in an effort to "game the system" or to 
provide false information. 

Staff recommends that the Commission require that all market-based rate 
tariffs include a specific prohibition against the deliberate submission of false 
information, or the omission of material information, whether to the 
Commission or to an entity such as an independent system operator, regional 
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transmission organization, public utility, or market monitor. This tariff 
requirement should be worded broadly to cover any and all matters relevant 
to wholesale markets, including maintenance and outage data, bid data, price 
and transaction information, and load and resource data. By including these 
specific prohibitions, any revenues generated from transactions associated 
with such activities would be subject to refund under the FPA. This refund 
provision would be an effective means by which the Commission can better 
ensure that the conduct of public utilities in consistent with the public 
interest. 

Staff also recommends that all market-based rate tariffs include standard 
provisions so that the Commission can go beyond simply refunding profits 
and impose penalties on violators. Staff is aware that Congress is considering 
expanding the Commission's currently very limited civil penalty authority, 
and we strongly endorse expanded civil penalty authority that applies to 
Jurisdictional companies that violate the Commission's orders and 
regulations, as a means to deter the types of conduct we have encountered in 
this investigation. 
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I. INTRODUCTION 

A. The Commencement of This Investigation 

On February 13, 2002, the Commission issued an order entitled "Order Directing 
Staff Investigation."^ In this Order, the Commission explained that, in the wake of the 
Enron's filing for bankruptcy on December 2, 2001, allegations were made that Enron 
Corporation, through its affiliates, used its market position to distort electric and natural 
gas markets in the West These allegations include the claim that Enron's filing for 
bankruptcy had caused a substantial decline in spot prices, which, it was alleged, was 
evidence that Enron had manipulated prices prior to its bankruptcy. 

In the February 13 Order, the Commission stated that it intended to gather 
information on whether any entity, including any Emon company, had manipulated 
short-term prices for electric energy or natural gas in the West or otherwise exercised 
undue influence over wholesale electric prices in the West since January 1, 2000, which 
resulted in potentially unjust and unreasonable rates in long-term power sales contracts. 

To that end, the Commission in the Febmary 13 Order directed Staff: 

to undertake a fact-finding investigation into whether any entity, including 
Enron Corporation (through its affiliates or subsidiaries), manipulated 
short-term prices in electric energy or natural gas markets in the West or 
otherwise exercised undue influence over wholesale prices in the West, for 
the period January 1, 2000 forward. Staff will also look into other factors 
that may have influenced contract terms.(*] 

The Commission also stated that it: 

may use the information developed by this fact-finding investigation to 
determine how to proceed on any existing or future FPA section 206 
complaints involving long-term power sales contracts relevant to the 


*98 FERC 1 61,165 (2002) (February 13 Order). 
*98 FERC at 61,614. 
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matters investigated, or any formal FPA section 206 or NGA [Natural Gas 

Act] section 5 proceedings initiated on our own motion.]’] 

B. The Contents of, and the Reasons for, This Initial Report 

In this report, the Staff investigation team in Docket No. PA02-2-000 
recommends that the Commission initiate company-specific separate proceedings, in 
which specific instances of possible misconduct by public utilities can be further 
investigated and appropriate remedies imposed. These companies are three Enron 
affiliates (Portland, Enron Power Marketing, Inc., and Enron Capital and Trade 
Resources Corporation), El Paso Electric, and Avista. Staff has, at this point in time, 
gathered and analyzed evidence that is sufficient to recommend that the Commission 
initiate separate proceedings against these companies. The specific instances of possible 
misconduct include violations of the companies' codes of conduct and the Commission's 
standards of conduct; failures to make appropriate filings under sections 203 and 205 of 
the FPA; violations of the Commission's open access transmission requirements; and 
violations of minimum operating reserve requirements. Staff also presents its 
recommendations on generic reevaluations of the simultaneous offer rale that disciplines 
affiliate transactions to ensure that it is effective and verifiable. 

In addition, Staff presents its initial findings and recommendations on the use of 
published natural gas prices for California delivery points in the California refund 
proceeding in Docket Nos. ELOO-95-045 and ELOO-98-042. Staffs findings and 
recommendations on this issue are being presented at this time, on an accelerated 
schedule in advance of the remainder of Staffs findings and recommendations, for three 
principal reasons. 

First, a change in the fuel component in the refund formula used in the California 
refund proceeding will have a large dollar impact on customers. 

Second, Staff wishes to have its findings and recommendations with respect to 
natural gas data in the California refund proceeding considered on a timely basis, so that, 
if the Commission were to adopt Staffs proposals, the Commission can issue an order to 
the administrative law judge to direct him to calculate refunds based on Staffs proposed 
alternative. 


^ Id. (footnote omitted). 
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Third, Staffs analysis of publicly-reported natural gas price data and our proposed 
alternative for the use of such data in the California refund proceeding are discrete 
subjects that can be readily separated from other issues that Staff is currently 
investigating. They are matters that can be presented for the Commission’s consideration, 
and acted on as appropriate, pending Staffs continued investigation and ultimate 
completion of a final Staff report. 

In brief, this initial report discusses generic characteristics in the price data 
reported in the energy industry trade press, as well as characteristics specific to California 
delivery point natural gas spot prices. We then discuss proposed alternatives for the 
refund calculation formula currently being used in the California refund proceeding and 
recommend that the Commission adopt one proposed substitute. 

Finally, this report discusses the Enron trading strategies, as outlined in the 
formerly-confidential Enron memoranda, and the results of Staffs infonnation requests 
to other market participants seeking admissions or denials as to whether those other 
market participants also engaged in those, or similar, trading strategies. 

Due to the breadth of the investigation. Staffs work is continuing. We have not 
described all of our lines of inquiry, and many details of our investigation, because such 
descriptions may damage ongoing criminal and civil investigations by the Department of 
Justice, the CFTC, or the SEC. In addition. Staff is concerned that prematurely revealing 
details about allegations we have received may adversely affect the due process rights of 
the persons involved. 

The complexity of the issues confronting Staff and the agencies cooperating with 
the Commission is such that more time would be required to fully understand Enron's 
and other market participants' activities in the energy markets. For example, we spent a 
considerable amount of time analyzing Enron's massive information technology (IT) 
systems that were used to harness infonnation and use such information for Enron's 
advantage. In short, the IT systems were functionally equivalent to the IT systems of a 
national trading exchange, e.g., a stock exchange, coupled with the credit and risk 
systems of a large international bank, and linked to a large telecom company. The IT 
systems were designed to keep transactional data, such as a telecom IT system must do 
with telephone service customers such as customer service, billing, scheduling, and 
provisioning, but also link it to a sophisticated, on-line trading platform, and calculate 
the credit and risk exposure of each transaction. Because Ermon traded 1700 different 
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products on-line around the world, the trading had to be linked together in a secure 
manner. 

Although Staff has focused its energies on relevant data, the size of the task is 
enormous. For example, as described herein. Staff is now reviewing approximately 1 .8 
terabytes (TB) of data, which is equivalent to the amount of data produced by a large 
telecom company. In addition, because the data had to be easily accessible to Enron 
employees, we are also reviewing nearly 1,000 spreadsheets that were populated with 
data from the IT systems. The spreadsheets were approximately 40 megabytes (MB) 
each and dozens were created daily. 

C. The Current Status of the Investigation 

Staff, with the assistance of its outside consultants, is conducting a comprehensive 
investigation of a variety of factors and behaviors that may have influenced electric and 
namral gas prices in the West during 2000-2001. This is a time- and resource-intensive 
investigation which involves extensive data gathering and data analysis. In response to 
data requests, document productions, interviews and depositions. Staff has collected 
hundreds of boxes of printed material and in excess of 1,200 GB of electronic data. This 
includes hundreds of thousands of e-mail messages and attachments, and 61,908 
electronic flies of various types, including word processing document and spreadsheets. 
We are expecting to receive more material during the course of this investigation. 

As articulated in the Febmary 13 Order, the Commission's directive to Staff was 
to investigate whether any entity had manipulated short-term prices in electric energy or 
natural gas markets in the West, or otherwise exercised undue influence over wholesale 
prices. In this section, we highlight the major areas of Staffs investigative activities 
during the course of this fact-finding proceeding and the subject areas that will be 
covered in the final report to be presented when the investigation is completed. We 
emphasize that this section does not contain a complete history of Staffs investigation, 
but rather focuses on the major activities. 

One of Staffs first actions in this investigation was to gather information 
necessary for formulating and validating preliminary theories of market manipulation, 
including data on sale and purchases (volumes, prices, delivery points, counter-parties, 
etc.) of wholesale electric markets in the Western United States. This information will 
provide us with a more complete picture of the landscape of forward electricity sales in 
the West and is critical to understanding the behavior of wholesale markets in the West. 
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To that end. Staff issued an information request answered by roughly 250 
respondents.* The respondents included all segments of the industry: investor-owned 
utilities, municipalities, cooperatives, affiliated and non-affiliated power marketers, 
federal power marketing agencies, and independent power producers. As is to be 
expected, the quality of those answers (totaling over 525 MB of electronic data and 
approximately four boxes of printed material) varied widely, and Staff, with direct 
involvement of our consultants, designed a validation program for the data and contacted 
many respondents to ensure the completeness of their responses. Enron's response in 
particular was extremely deficient, and Staff was compelled to speak to and meet with 
Enron and its attorneys on several occasions to ensure compliance. 

Staff currendy is in the process of aggregating the sales data into a single database 
for all sales transactions. This is a key basis for our investigation that allows us to 
investigate the principal factors that may have influenced prices in the West and may 
have allowed some market participants to manipulate markets. 

In addition to compiling this sales database, we have exported (that is, 
downloaded to our own file server) Enron's databases, where Enron accumulated data on 
its physical and financial transactions (both electric and natural gas), including Enron's 
cash positions, its risk management system, its VAR (value at risk), and its "stack 
manager" application (by which Enron traders controlled the posted prices on EOL). 

A large portion of the Enron electronic data we have acquired is in the form of 
Oracle and Microsoft SQL Service relational databases. These databases are now hosted 
on a Commission-owned file server located in the secure Aspen Systems data center. 
Each database represents the material stored on a unique Enron database. The total size 
of all of the databases Staff has extracted (including backups and indices) is 1.8 TB. As 
a reference point, 1.8 TB of data is the equivalent of approximately 1 .3 million floppy 
disks. 


The name of each database, the information collected on it, and the approximate 
size is listed below: 


*This information request, along with all other public discovery requests issued in 
Docket No. PA02-2-000, is available on the Commission's web page. 
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• EOL: the on-line trading platfonn for a wide variety of commodities, including 
electricity and natural gas (120 GB); 

• Sitara: the physical natural gas deal capture and tracking system (45 GB); 

• Enpower: the physical electricity deal capture and tracking system (250 GB); 

• TAGG/ERMS : the risk management system (300 GB); 

• RisktRac: the global risk aggregation system (211 GB); 

• CPR: the cash position reporting system (18 GB); 

• CTR: the contracts tracking system (4 GB); 

• GCC: the global common code (reference lists) system (1 GB); 

• GCP; the global counter-party system (2.5 GB); and 

• Unify Gas, Unify Power, and Unify Financial: the deal settlement systems (114 
GB). 

Staff has also made several site trips to various Enron offices, including its West 
Trading Desk in Portland, Oregon and its headquarters in Houston, Texas, to gain first- 
hand experience as to Enron's operations, including its trading platform.* Staff has 
requested and received transcripts of traders' telephone conversations with counter- 
parties, including their affiliates, and we are in the process of reviewing those transcripts. 

In addition to the data intensive analytical investigation underway. Staff is also 
investigating traders and analysts from Enron and other companies through depositions 
and interviews. Staff has made multiple visits to Enron’s offices in both Houston and 
Portland in order to perform interviews and search through documents necessary in 
deciding who to depose. Staff also identified summary data and information useful for 
the anticipated depositions and in support of the entire investigation. In approaching our 


^Electricity products for the West were traded in Portland, while natural gas 
products were traded in Houston. 
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depositions, we have used the following definition of manipulation as articulated in 
CFTC caselaw: (a) the entity must have the ability to influence market prices; (b) the 
entity specifically intended to do so; (c) artificial prices existed; and (d) the entity caused 
the artificial prices. 

Begmning in May, Staff began deposing traders, analysts, and attorneys. CFTC 
Staff and Commission Staff cooperated in this process, which continues today. To date. 
Commission Staff and CFTC Staff have jointly interviewed or deposed more than 1 00 
persons, including traders, IT system analysts, and attorneys. In addition, Staff is sharing 
information with, and otherwise coordinating with, other investigatory agencies, 
including the Department of Justice and the SEC. 

Cooperation between Commission Staff and CFTC Staff is not limited to 
interviews and depositions. Commission Staff has provided, and continues to provide, 
CFTC Staff with Ml the IT resources necessary to analyze the EOL databases and also 
with expertise in the physical natural gas and electricity markets. This inter-agency 
cooperation will help to ensure that the investigation of Western electricity and natural 
gas markets is complete and coordinated. 

On May 6, 2002, Enron’s Washington, DC counsel produced three memoranda, 
two of which date from December 2000, that describe certain trading strategies employed 
by Enron's traders in the West. The memoranda also discuss the possible sanctions that 
the California Independent System Operator Corporation (Cal ISO) could apply if it were 
to discover that Enron was using such trading strategies. Enron’s counsel informed us 
that Enron's Board of Directors had voted to disclose the documents and to waive all 
claims of privilege. These memoranda were partially responsive to previous data 
requests that had been issued in Docket No. PA02-2-000. The Commission made these 
documents publicly available on our web site within hours of our receipt of them. 

In order to better understand the trading strategies discussed in the memoranda, 
which include, among other things, megawatt laundering and means by which Enron 
could receive congestion payments without actually acting to relieve any congestion, we 
issued that same day a follow-up data request to Enron. We requested that the company 
provide us with the names of the traders who were interviewed by the authors of the 
memoranda and whose trading strategies are the subject of the memoranda. We also 
requested the production of any comparable memoranda that discuss trading strategies 
for natural gas products (since the memoranda only discuss electricity trading strategies). 
Finally, the data request asked Enron to provide us with aU correspondence related to the 


- 13 - 



19 


20020813-0468 Received by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


subject matter of the memoranda. Enron continues to provide us with responses to that 
data request. 

The Enron memoranda allege that traders from other companies were also 
employing several of the trading strategies discussed in the memoranda. In order to 
pursue this issue, we issued, on May 7, 2002, a notice to all sellers of wholesale 
electricity and/or ancillary services in the West, informing them that we would soon be 
sending them a data request seeking information about their use of the trading strategies 
discussed in the Enron memoranda, and directing them to preserve aU documents related 
to such trading strategies. 

On May 8, 2002, we issued a data request to over 130 sellers of wholesale 
electricity and/or ancillary services in the West during 2000-2001, with a due date of 
May 22, 2002. This data request contained a series of requests for admissions, in which 
an officer of each company was to admit or to deny, under oath, whether his or her 
company had engaged in specific activities described in the request. The specific 
activities were based on the trading strategies discussed in the Enron memoranda; in 
addition, there was a "catch-all" request for admission, asking the corporate officer to 
admit or deny under oath whether the company had engaged in any other trading 
strategies. The data request also sought production of all internal documents that relate 
to trading strategies that the company may have engaged in during the relevant time 
period, including correspondence between companies, reports, and opinion letters. We 
also requested information specifically with respect to any megawatt laundering 
transactions that any of these sellers might have engaged in with Enron. 

This data request required that a senior officer of the company state, in an 
affidavit and under oath, that he or she conducted a thorough investigation of the 
company's trading activities in the West during 2000 and 2001 and that the information 
being provided in response to the data request is complete and accurate to the best of that 
person's knowledge and belief. 

While Staff received over 835 MB of electronic data and numerous boxes of 
printed material in response to this data request,'® we did not obtain full compliance. 
Therefore, on June 4, 2002, the Commission issued an order directing four companies - 


'®Staff provided Congressional staff with the responses to this data request, both 
public and non-public, in response to requests for document production. 
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Avista, El Paso Electric, Portland, and Williams Energy Marketing & Trading Company 
(Williams) - to show cause why their market-based rate authority should not be 
revoked.^^ The basis of the Show Cause Order was the companies' failure to provide 
Staff with complete and accurate responses to the May 8 data request. Staff has been in 
communication with all four of these companies and each has filed supplemental 
answers, which Staff is in the process of reviewing.*^ In response to the Show Cause 
Order, Williams invited Staff to investigate allegations that WUliams had manipulated 
natural gas markets in the West. Staff issued an additional set of data requests to 
Williams in order to investigate those allegations, and Williams agreed to allow Staff to 
visit its offices and view and download data from its computers relevant to that 
investigation. 

Staff issued another set of "admit or deny" data requests for electric and gas wash 
trades on May 21, 2002, and May 22, 2002, respectively. These data requests asked that 
a senior officer of the company admit or deny, in an affidavit and under oath, whether his 
or her company engaged in so-called "wash," "round trips," or "sell/buyback" trading for 
gas and electricity products. This trading was defined as involving the sale of natural gas 
or an electricity product to another company together with a simultaneous purchase of the 
same product at the same price and at the same location. 

Only ten companies admitted to engaging in any of the trading strategies that were 
the focus of the May 8, 2002, "admit or deny" data request (several other companies gave 
answers other than "admit or deny"). The responses to this data request are discussed in 
detail later in this report. Four companies admitted to engaging in some form of 
electricity wash trading, while no company admitted to engaging in a form of gas wash 
trading, ^though eight companies gave answers other than "admit or deny." 

D. The Contents of the Final Report 


^'Fact-Finding Investigation of Potential Manipulation of Electric and Natural 
Gas Prices, Order to Show Cause Why Market-Based Rate Authority Should Not Be 
Revoked, 99 FERC 'll 61,272 (2002) (Show Cause Order). 

After reviewing their supplemental answers. Staff has concluded that El Paso 
Electric and Williams have now complied with the Show Cause Order. Letters so stating 
were sent to El Paso Electric and Williams and are posted on the Commission's web page 
for this investigation. 
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Based on the information it has gathered during the course of its investigation, at 
this point in time. Staffs final report in this proceeding will include the following areas 
of inquiry. We emphasize that our investigation is ongoing, and other areas of inquiry 
may be added to the final report. 

• An explanation of the operations of EOL, including analyses of its various 
databases and a discussion of the impact that EOL (or any of its affiliates that used 
EOL as a trading platform) might have had on prices in Western markets, 
including possible attempts to manipulate prices for natural gas or electric 
products in the West. 

o An analysis of the role EOL played in the markets for both the physical 
delivery of natural gas and electricity products, as well as in derivative 
(financial) products. 

o An explanation of the particular characteristics of EOL that distinguish it 
from other electronic trading platforms and what role those unique 
characteristics may have played in the alleged manipulation of energy 
prices by Enron and other market participants. 

o A discussion of Staff coordination with the CFTC and other agencies that 
are investigating EOL, as well as Staffs depositions and interviews with 
former employees of Enron and other individuals, 

• An analysis of selective sales data from short-term, seasonal, and long-term 
forward contracts Staff collected from information requests. Staff wiU explain the 
results of our statistical analysis of such data, including our findings of how, and 
to what extent, forward prices directly correlate with spot energy prices. 

• An analysis of wash trades in electricity and namral gas in the West during the 
two-year review period, including Staffs analysis of the responses to data requests 
about wash trades, and Staffs recommendations on the Commission’s regulation 
of wash trades. 

• A discussion of Staffs findings from its investigation into specific published 
allegations that Williams had attempted to manipulate natural gas markets in the 
West. As previously noted, Williams invited Staff to investigate these allegations, 
and agreed to allow Staff to visit its offices and download data from its computers. 
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That investigation has, to date, included data requests, on-site visits, interviews or 
depositions of Williams employees, and review of exported Williams databases. 

• An analysis of the interrelationship between physical and financial natural gas and 
electric products. 

• Recommended standards and protocols for dealing with physical withholding on a 
prospective basis. 

• Further analysis of the extent to which the Emon strategies had an effect on other 
products, such as long-term physical and financial contracts. 

Staff emphasizes that our investigation is both ongoing and iterative; thus, 
additional areas of inquiry and recommendations not mentioned in this section of the 
initial report may be included in the final report. 
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II. BACKGROUND: CALIFORNIA RESTRUCTURING 

A. Restructuring of CaUfomia's Electricity Industry 

In the mid-1990s, the electricity industry in California was restructured in 
accordance with California legislation (Assembly Bill 1890). The goal was a new market 
structure that would bring about a fundamental shift in the way electricity was bought 
and sold in California, promoting unbundled sales of electric energy by multiple sellers 
to retail distributors and end-users at market-based rates. The restructuring legislation 
called for the creation of an independent system operator (namely, the Cal ISO) to 
control the transmission grid and a power exchange which would facilitate the creation 
of a transparent, visible spot market for electricity. 

In a series of orders issued during 1996 and 1997, the Commission approved the 
restructuring proposals, with modifications, and the Cal ISO and California Power 
Exchange Corporation (Cal PX) became public utilities regulated pursuant to the FPA. 
The three investor-owned utilities (lOUs) in California (Pacific Gas and Electric 
Company (PG&E), Southern California Edison Company (Edison), and San Diego Gas 
& Electric Company (San Diego) transferred operational control of their respective 
transmission systems to the Cal ISO, and began purchasing all of the energy needed to 
serve their retail customers through spot markets (day-ahead or day-of markets 
administered by the Cal PX. The three public utilities were precluded by California from 
entering into long-term contracts and were required to make all their purchases (and 
sales) through the Cal PX's spot markets. Each utility's retail rates were frozen by 
California statute for a period until each had recovered certain stranded generation 

13 

costs. 

Early market operations proceeded relatively smoothly, with average wholesale 
energy prices at levels below those previously experienced in a cost-based regulatory 
regime, averaging about $33/MWh for the first two years. The Cal ISO experienced 
more problems with its ancillary services markets, with market design issues and bid 
insufficiencies leading to the imposition of a $750/MWh purchase price cap (that is, the 


*^The public utilities were to recover their stranded costs from the difference 
between competitive wholesale and frozen retail rates. 

*“*0.5. General Accounting Office, Restructured Electricity Markets: California 
Market Design Enabled Exercise of Market Power (June 2002), at page 7. 
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Cal ISO would reject offers to sell power to it at prices above this level). In May 2000, 
however, real-time prices in the Cal PX market reached the Cal ISO's $750 for the first 
time, and the Cal PX average price in its day-ahead market for the month topped 
$316/MWh. In June 2000, prices reached levels that exceeded by three or four times 
those seen at comparable demand conditions in prior years. Thus began what has been 
termed the California Energy Crisis. 

B. The California Energy Crisis 

In response to the high prices, the Cal ISO Governing Board reduced the Cal ISO 
purchase price cap from $750/MWh to $500/MWh effective July 1, 2000, and again to 
$250/MWh on August 7, 2000. Soon after, San Diego filed a complaint at the 
Commission requesting that the Commission impose a $250/MWh price cap for sales 
into all markets operated by the Cal PX and Cal ISO. The Commission denied this 
request in an order issued August 23, 2000, on the grounds that San Die|o had not 
provided sufficient evidence to support an immediate seller's price cap. However, in 
that order, the Commission instimted formal hearing proceedings to investigate the 
justness and reasonableness of the rates of public utility sellers into the Cal ISO and Cal 
PX markets, and also to investigate whether the tariffs, contracts and institutional 
structures of the Cal ISO and Cal PX were adversely affecting the wholesale power 
markets in California. The Commission held the hearing in abeyance pending the 
completion of a separate staff fact-finding investigation of the conditions of bulk power 
markets. 

The report from that investigation, issued November 1 , 2000, identified three 
factors that contributed to high electricity prices during the summer of 2000. First, the 
Report found that market forces in the form of significantly increased power production 
costs combined with increased demand due to unusually high temperatures and a scarcity 
of available generation resources played a major role. Second, existing market rules 
exacerbated the situation by exposing the three public utilities to the volatility of the spot 
market without affording them the abihty to mitigate the price volatility, thereby 
increasing the amount of demand and supply that appeared in the Cal ISO's real-time 
market. Third, the Staff Report noted evidence suggesting that sellers had the potential 


*^San Diego Gas & Electric Company, et al., 92 FERC 1 61,172 at 61,606 (2000), 
order on clarification and reh'g, 97 FERC f 61,275 (2001), order on further reh g, 99 
FERC j[ 61,160 (2002). 
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to exercise market power, although there were insufficient data to make determinations 
about the exercise of market power by individual sellers. 

The Commission issued an order on November 1, 2000 proposing measures to 
remedy the problems identified in the Staff Report.^* The Commission found that the 
"electric market structure and market rules for wholesale sales of electric energy in 
California were seriously flawed and that these structures and rules, in conjunction with 
an imbalance of supply and demand in Cahfomia, have caused, and continue to have the 
potential to cause, unjust and unreasonable rates for short-term energy . . . under certain 
conditions."*’ The order noted that "While this record does not support findings of 
specific exercises of market power, and while we are not able to reach definite 
conclusions about the actions of individual sellers, there is clear evidence that the 
California market structure and rules provide the opportunity for sellers to exercise 
market power when supply is tight, and can result in unjust and unreasonable rates under 
the FPA."*® 

To deal with these flaws, the November 1 Order proposed remedies intended to 
reduce over-reliance on spot markets in California, and attempted to balance holding 
overall rates to levels approximating competitive market levels while inducing sufficient 
investment in capacity to ensure adequate service.*’ The order proposed, among other 
things, to eliminate the requirement that the public utilities must buy all of their 
requirements from and sell all of their resources into the Cal PX, and to replace the 
existing Cal PX and Cal ISO stakeholder boards with independent non-stakeholder 
boards. To ensure fair prices while various market reforms were being put in place, the 
order proposed temporary measures to mitigate prices, including modification of the Cal 
ISO's real-time market so that bids above $150/MWh could not set the market clearing 


**San Diego Gas & Electric Company, et ai, 93 FERC 1 61,121 (2000), order on 
clarification and reh'g, 97 FERC *1 61,275 (2001), order on further reh'g, 99 FERC 
1 61,160 (2002) (November 1 Order). 

at 61,349-50. 

at 61,350. 

^■>ld. 
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price that is paid to all bidders, and imposing certain reporting and monitoring 
requirements for bids above the $150/MWh breakpoint (dubbed a "soft price cap").^® 

The Cal ISO's reduction of its purchase price cap to $250/MWh resulted in its 
rejection of more and more bids. Beginning in mid-November, the Cal ISO began to 
experience emergency conditions in its control area caused by severe and persistent bid 
insufficiency, forcing it to serve increasingly large portions of its total load through its 
real-time market. Thus, on December 8, 2000, the Cal ISO submitted and the 
Commission accepted for filing a tariff amendment intended to relieve the situation. 
Notably, the existing $250/MWh purchase price cap on bids into the Cal ISO's real-time 
market was converted into a $250/MWh breakpoint, similar to the "soft price cap" 
described in the November 1 Order, so that offers to sell power at prices exceeding 
$250/MWh were not rejected (but also did not affect the market-clearing price paid to 
other generators) and the sellers were required to provide data showing that such prices 
were justified. 

The Commission adopted many of the proposed remedies presented in the 
November 1 Order in an order issued December 15, 2000.^* The December 15 Order 
focused on the need to reduce reliance on spot markets while balancing the need for 
incentives for sellers to sell into California and for investment in generation and 
transmission facilities, with the overall goal of alleviating the extreme high prices being 
borne by Californians. Key remedial measures that were adopted included: eliminating 
the requirement that the three California public utilities sell all of their generation into 
and buy all their energy needs from the Cal PX so as to end the over reliance on spot 
markets (which required termination of the Cal PX's wholesale rate schedules as of the 


^^The Commission also identified longer-term structural reforms that needed to be 
addressed, including improved market monitoring and market mitigation strategies, 
submission of a congestion management redesign proposal, and demand response 
programs. In addition, the order urged state officios to take certain actions within their 
exclusive jurisdiction, including accelerating siting of needed generation and 
transmission capacity, developing additional demand-side response programs at the retail 
level, and eliminating impediments to forward contracting. 

^^San Diego Gas & Electric Co., et al., 93 FERC 1 61 ,294 (2000), order on 
clarification and reh'g, 97 FERC I 61,275 (2001), order on further reh'g, 99 FERC 
'll 61,160 (2002) (December 15 Order). 
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close of the April 30, 2001 trading day)“; and estoblishing an interim modification of the 
single price auction as proposed in the November 1 Order and reporting requirements for 
transactions and/or bids over $150/MWh. 

Also during December 2000, several ratings agencies lowered or put on watch 
debt ratings for Edison and PG&E and their corporate parents. The public utilities were 
facing increasing liquidity pressures since they could pass on to retail customers only a 
small portion of their wholesale purchased power costs when they were paying an 
average of $250/MWh for power in the spot market. As a result, the public utilities 
began having difficulty finding sellers willing to risk sales to them.^^ Edison explained 
in a late December filing that, unless the California Commission ended its retail rate 
freeze, allowing recovery of wholesale costs in retail rates, and this Commission ordered 
a remrn to cost-based rates, it would not be able to meet its January financial obligations. 
Edison's and PG&E's bonds reached junk stams in January 2001. 

In early 2001, the Commission acted to address the sinking credit ratings of 
PG&E and Edison. The Commission allowed the companies to continue to schedule 
transactions from generation they owned to serve their own load, despite their failure to 
meet the creditworthiness standards of the Cal ISO and Cal PX tariffs. However, the 
Commission would only permit the companies to schedule transactions with others if 
they obtained financial backing from creditworthy counter-parties. 

In January 2001, the California Department of Water Resources (DWR) began 
purchasing power for sale to Edison and PG&E and serving as a creditworthy counter 
party with the backing of California state appropriations. The Commission believed that 
ensuring payment for services by a creditworthy counter party would increase the supply 
in the Cal ISO's energy imbalance market and reduce the need for emergency dispatch 
instructions.^'* 


^^The Cal PX closed its core markets on January 3 1 , 2001 . On March 9, 2001 , it 
filed for protection under Chapter 1 1 of the Bankruptcy Code. 

^^To prevent possible widespread outages, the Secretary of Energy began issuing 
orders pursuant to FPA section 202(c) requiring electric utilities to offer their resources 
to the Cal ISO during system emergencies. 

^PG&E filed for protection under Chapter 1 1 of the Bankruptcy Code on April 6, 

(continued...) 
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C. Price Mitigation Measures 

On April 26, 2001, the Connnission issued a prospective mitigation and 
monitoring plan for wholesale sales through the organized real-time markets operated by 
the Cal ISO,^^ and established an inquiry into whether a price mitigation plan should be 
implemented throughout the Western Electricity Coordinating Council (WECC). 
Elements of the plan included: 

• Enhancing the Cal ISO's ability to coordinate and control planned outages during 
all hours. 

• Requiring sellers who own or control generation in California that voluntarily 
make sales through the Cal ISO's markets or use the Cal ISO's interstate 
transmission grid, to offer all their available power (with the exception of 
hydroelectric power) in real time during all hours ("must-offer requirement"). 

• Establishing conditions, including refund liability, on public utility sellers' market- 
based rate authority, in order to prevent anti-competitive bidding behavior in the 
real-time market during all hours. 

• Establishing a mechanism for price mitigation for all sellers (excluding out-of- 
state generators) bidding into the Cal ISO's real-time market during a reserve 
deficiency (when operating reserves fall below seven percent). Under this 
mechanism, the Commission established a formula (based on gas-fired generation) 
to establish the market-clearing price when mitigation applies. Higher bids by 
sellers other than marketers were permitted if they could be justified. 


^‘‘(...continued) 

2001. 

^^San Diego Gas & Electric Co., etal, 95 FERC J 61 ,1 15 (2001), order on reh'g, 
95 FERC 'll 61,418 (2001), order on clarification and reh'g, 97 FERC 61,275 (2001), 
order on further reh'g, 99 FERC jj 61,160 (2002). 

^*The WECC was previously named the Western Systems Coordinating Council. 
References throughout this Report to the WECC are intended to refer only to the United 
States portion of the WECC. 
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In an order issued on June 19, 2001, the Commission modified and expanded the 
mitigation plan in significant aspects, including adopting a modified plan to mitigate spot 
market transactions throughout the WECC.^’ Additional elements of the mitigation plan, 
to be in effect through September 30, 2002, include: 

• Beginning as of June 20, 2001, applying the Cal ISO's mitigated clearing price as 
a maximum price for spot market sales outside the Cal ISO's single price auctions 
(in bilateral sales in Cahfomia and the rest of the WECC), with sellers outside the 
single price auction receiving the prices they negotiate up to this maximum price. 

• Using eighty-five percent of the highest Cal ISO hourly mitigated clearing price 
established during the hours of the reserve deficiency alert for subsequent non- 
reserve deficiency hours. 

• Expanding the must-offer requirement West-wide, thus requiring all utilities in the 
WECC outside of California to offer in the spot market of their choosing any non- 
hydroelectric resource to the extent the output was not already committed. 

The Commission issued two subsequent orders revising how the mitigated price is 
to be calculated. The first order modified the price mitigation methodology for the 
winter 2001 season based on a certain percentage increase in natural gas prices. The 
second order established a hard price cap at the previously existing maximum clearing 
price ($91.87/MWh), ending the Cal ISO's ability to trigger recalculation through its 
procurement activities.^^ This hard cap will be in place for the period July 12, 2002 


^^San Diego Gas & Electric Co., et ai, 95 FERC 'll 61 ,41 8 (2001), order on 
clarificationn and reh'g, 97 FERC f 61,275 (2001), order on further reh'g, 99 FERC 
1 61,160 (2002) (June 19 Order). 

^^Investigation of Wholesale Rates of Public Utility Sellers of Energy and 
2 \ncillary Services in the Western Systems Coordinating Council, 97 FERC ^ 61,294 
(2001), reh'g denied, 99 FERC “I 61,161 (2002), reh'g pending. This methodology was 
never triggered, as gas prices did not rise sufficiently during the winter of 2001. 

^^San Diego Gas & Electric Co., etal, 100 FERC 1 61,050 (2002). 
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through September 30, 2002, when Phase I of the ISO's market redesign will be 
implemented.^'* 

Regarding transactions occurring before the prospective price mitigation took 
effect, the Commission issued an order on July 25, 2001 establishing the scope of, and 
the methodology for, calculating refunds related to transactions in the spot markets 
operated by the Cal ISO and the Cal PX. The refund methodology adopted most of the 
criteria of the prospective price mitigation plan, modified as to be appropriate for a past, 
rather than a future, period. The Commission also established hearing procedures to 
develop a factual record from which to calculate the refunds. The hearing will determine 
the mitigated price during each hour of the refund period, the amount of refunds owed by 
each supplier, and any amounts that had not been paid to suppliers by the Cal ISO, the 
Cal PX, and other purchasers. These proceedings have been ongoing, and a hearing is 
currently scheduled to begin on August 19, 2002.’ 


^^See California Independent System Operator Corp., 100 FERC 1 61,060 (2002). 
The Commission approved the following price mitigation elements to become effective 
October 1, 2002: (1) continuation of the existing must-offer requirement; (2) a bid cap 
limiting the maximum bid into WECC spot markets to $250/MWh; (3) automatic 
mitigation procedures (AMP) similar to those in New Y ork whereby prices are mitigated 
if bidding behavior is deemed inconsistent with competitive markets and if acceptance of 
the bids would have a substantial impact on market prices; and (4) a modified AMP to 
address local market power. 
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III. RECOMMENDATIONS FOR COMPANY-SPECIFIC SEPARATE 

PROCEEDINGS AND GENERIC REEVALUATIONS 

In this section of the report, Staff presents its review of some of the evidence it 
has gathered and analyzed during the course of its investigation in Docket No. PA02-2- 
000. Staffs analysis of that evidence leads it to recommend to the Commission that 
separate proceedings be initiated to further investigate specific instances of possible 
misconduct by specific companies. Staff also recommends that the Commission 
reevaluate the simultaneous offer rule that it uses to discipline affiliate transactions to 
ensure that it is effective and verifiable. 

A. El Paso Electric and Enron 

In the course of its investigation. Staff has uncovered preliminary evidence that El 
Paso Electric and Enron may have engaged in actions that adversely affected prices; may 
have violated open access transmission requirements; may have failed to file 
jurisdictional rate schedules or disposed of (through ceding control of) jurisdictional 
assets without prior Commission approval; may have failed to timely notify the 
Commission of material changes to the circumstances under which they were granted 
market-based rate authority; and may have deliberately violated minimum operating 
reserve requirements. 

In addition. Staff has uncovered preliminary evidence that El Paso Electric's 
management may have failed to properly supervise Enron's use of El Paso Electric's 
assets pursuant to unfiled agreements, and may have allowed El Paso Electric's assets to 
be used improperly. For example. Staff has evidence that Enron's commitment of El 
Paso Electric energy may have resulted in a pattern of violations of minimum operating 
reserve requirements, as established by the regional reliability coxmcil; that El Paso 
Electric management may have knew of these actions; and that El Paso Electric may have 
failed to promptly stop such actions. The nature of the relationship between El Paso 
Electric and Enron is of particular concern to Staff, in part because there is evidence that 
the companies themselves were worried that, because of their relationship, they were no 
longer "competitors." 

Staff believes that the quantum and quality of this evidence warrants Staff 
recommending that the Commission institute further proceedings, apart from Docket No. 


- 26 - 



32 


20020813-0468 Received by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


PA02-2-000, in which El Paso Electric and Enron^* may respond to these allegations, 
further evidence may be submitted, and remedies (including possibly refunds and/or 
revocation of El Paso Electric's and/or Enron's market-based rate authority^^) may be 
imposed, as appropriate, for any findings of improper conduct. 

To ensure fairness to the companies, as well as to avoid compromising the cases 
against them. Staff believes that specific details of evidence against El Paso Electric and 
Enron should be discussed only in orders voted out by the Commission, rather than in a 
report to Congress, to which Enron and El Paso Electric cannot respond on the record. 
However, some of the material that illustrates Staffs concerns is already public 
information.^^ For example, as the Commission noted in the Show Cause Order, El Paso 
Electric has admitted to substantial joint dealings with Enron, and concedes that Enron 
personnel manned its trading desk 75 percent of the time during 2000-2001. But, in its 
affidavit submitted in response to the May 8, 2002, data request, El Paso Electric stated 
that it knew nothing of Enron's dealings on its behalf. 

This is directly contradicted by, for example, a letter from Enron to three senior 
executives at El Paso Electric, including two executive vice presidents. In this letter, 
Enron discusses how the two companies had taken advantage of the unseasonably hot 
weather and unit outages that occurred in the West during a single month in the summer 
of 2000. This led, Enron states, to El Paso Electric receiving revenues in excess of $7 
million from that month's joint dealings between El Paso Electric and Enron. Two days 
later, El Paso Electric senior executives wrote back to their counterparts at Enron, stating 
that the results achieved by the two companies were a "great illustration of what is 
possible when teamwork, knowledge, initiative and accountability all come together." 


^'According to documents in Staffs possession, El Paso Electric's dealings were 
with at least two Enron affiliates, Enron Power Marketing, Inc. (EPMI) and its parent, 
Enron Capital and Trade Resources Corp. 

^'^See El Paso Electric Company, 87 FERC jj 61,219 (1999) (granting El Paso 
Electric market-based rate authority); Enron Power Marketing, Inc., 65 FERC 1 61,305 
(1993) (granting EPMI market-based rate authority). 

^^In addition. Staff notes that the El Paso Electric response to the Show Cause 
Order is among the material, both public and non-public, that the Commission has 
provided to Congressional staff in response to requests for document productions. 
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The El Paso Electric senior executives further stated that they "believe our relationship 
with Enron has enhanced these characteristics." 

Staff believes that a separate proceeding to investigate the nature and extent of the 
relationship between Enron and El Paso Electric, and to explore the clear contradiction 
between El Paso Electric's statement, under oath and in an affidavit, that it knew nothing 
of Enron's dealings on its behalf and this correspondence, is needed. It appears that, at 
the very least, El Paso Electric was complacent in not properly monitoring Enron's 
activities on El Paso Electric's behalf. Indeed, Staff has evidence that market participants 
complained that, when they called El Paso Electric's trading desk, they were uncertain 
whether they were actually dealing with El Paso Electric or with Enron. In any event, 
even if El Paso Electric was not aware of Enron's activities, it was the responsibility of El 
Paso Electric's management to ensure that it fully monitored all of Enron's activities on 
its behalf. 

Information in Staffs possession indicates that the joint dealings between Enron 
and El Paso Electric in fact may have adversely affected prices and markets in the West. 
For example, with respect to the correspondence about monthly revenues for summer 
2000, discussed above, Staff cannot readily account for such a high level of revenues 
over a single one-month period, even given unseasonable weather and unscheduled 
outages. Certainly, the two companies themselves thought that this amount of monthly 
income was extraordinary, and thereby worthy of comment and mutual congratulations. 
This is, in and of itself, not evidence of improper conduct, but does indicate that further 
investigation is needed. In addition, Enron and El Paso Electric's merchant function may 
have received preferential access to El Paso Electric's transmission system in violation of 
the Commission's open access transmission requirements, in order to engage in highly 
profitable sale/buyback transactions with Mexico. This, too, should be investigated. 

Until it obtained the relevant documents through the discovery process in Docket 
No. PA02-2-000, Staff had no means of knowing that Enron was acting on El Paso 
Electric's behalf, including performing management services for it and controlling some 
of El Paso Electric's assets pursuant to a contracmal arrangement. As a public utility 
with market-based rate authority, El Paso Electric is obligated under the terms of the 
Commission order granting it such authority, to notify the Commission of material 
changes of circumstances or include the information in its updated market power 
analysis. Staff has in its possession a document which indicates that El Paso Electric's 
management was, as early as 1997, concerned about the precise nature of the relationship 
between the two companies - including whether Enron was accurately reporting the price 
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at which it sold El Paso Electric's power - but El Paso Electric apparently did not sever 
its relationship with Enron until the time of the latter's bankruptcy. Separate proceedings 
to investigate this situation are clearly needed. 

Further, Staff beheves that, in light of El Paso Electric's possibly ceding control of 
its assets to Enron in a contractual relationship, any separate investigation should 
determine if El Paso Electric and Enron should have made any filings pursuant to 
sections 203 and/or 205 of the FPA. To the extent that the result of that proceeding is a 
finding that El Paso Electric or Emon improperly failed to file jurisdictional rate 
schedules or contacts, or receive prior Commission approval for a disposition of 
jurisdictional facilities, appropriate remedies may be in order. Similarly, to the extent 
that El Paso Electric or Emon violated the terms and conditions of the Commission 
orders granting each of them market-based rate authority, revocation of such market- 
based rate authority may be appropriate. 

It is entirely possible that other companies may have engaged in similar violations, 
which may have had larger financial consequences. These types of arrangements or 
service agreements may have been a key factor in the exercise of market power. For 
competition to be effective, all of the Commission's rales and regulations, including its 
standards of conduct and codes of conduct, must be scrupulously followed and enforced. 
By initiating this investigation, the Commission will put aU companies on notice that 
violations will not be tolerated. 

B. Portland and Enron 

Staff also recommends that the Commission initiate a separate proceeding to 
investigate possible violations by Portland and Enron (specifically, EPMI) of their codes 
of conduce and the Commission's standards of conduct, and the imposition of any 
appropriate remedies. Codes of conduct, as supplemented by the company's market- 
based rate tariffs, govern, among other things, a power marketer's relationship with its 
affiliates, including limitations and conditions on market-based transactions with its 
affiliate with captive customers and the pricing of sales of non-power goods and services. 


^As a power marketer, EPMI is required to have a code of conduct on file in 
conjunction with its market-based rate authority. In addition, Portland, which is a 
traditional public utility with captive customers, has filed codes of conduct with the 
Commission. 
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For example, specific Commission approval would be needed for Enron to sell power at 
market-based rates to Portland, and any sharing of information between Portland and 
Enron must be simultaneously disclosed to the public. The Commission reviews and 
accepts codes of conduct and market-based rate tariffs as part of the power marketer's 
application for market-based rate authority. 

Standards of conduct are contained in the Commission's regulations^^ and 
generally require that the employees of a transmission provider engaged in transmission 
system operations function independently of those employees engaged in the wholesale 
merchant function (and also of employees engaged in the wholesale merchant function of 
any of the transmission provider's affiliates). For example, the standards of conduct 
require that employees of Portland's transmission function act independently of 
employees of Portland's merchant function and of employees of EPMI's merchant 
function. 

As was the case with El Paso Electric and Enron, Staff will not fully disclose the 
precise nature of the evidence it has in hand at this time in the context of a Congressional 
report. However, Staff has preliminary evidence, taken from transcripts of recorded 
telephone conversations, indicating that Portland and Enron knowingly engaged in 
transactions that may constimte violations of the standards of conduct and/or the 
companies' codes of conduct. 

For example, in the transcripts, an Enron employee explains to a Portland 
employee that they cannot buy and sell energy directly, but must use a non-affiliated 
utility as a middle man. There is also evidence that Portland employees knew that the 
requests they were receiving from their affiliates were improper. For example, when two 
Portland transmission function employees are discussing an Enron request for such a 
three-party arrangement, one reports that a third employee thinks the arrangement is not 
legal. In another instance, a Portland transmission function describes the three-party 
arrangement as "a scam." 

Staff believes that even this limited information supports further investigation in a 
separate proceeding. Moreover, these quotations were taken from transcripts of 
conversations recorded during a single month during the two-year period under review in 
Docket No. PA02-2-00G. It is highly doubtful that this kind of conduct occurred only in 


^^18 C.F.R. § 37.4 (2002). 
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that single month. A separate investigation would allow discovery of instances of 
questionable transactions not only during, but also before and after the two-year review 
period for this proceeding. 

As these quotations discussed above make clear, Enron and Portland often 
required the cooperation - either knowing or unwitting - of third parties for their inter- 
affiliate transactions. At this point in time. Staff is making no recommendations with 
respect to those third parties, pending the completion of our analysis of the roles such 
third parties played. 

C. Avista, Portland, and Enron 

In its answer to Staffs initial request of May 8, 2002, Avista did not admit to 
involvement in any of the Enron trading strategies. In response to the Show Cause 
Order, Avista now admits that it facilitated the transactions previously identified by 
Portland in a middleman capacity. In fact, Avista states that it routinely acted as a 
middleman between affiliates such as Enron and Portland in order to allow transactions 
to proceed which affiliates would be forbidden to undertake directly. Avista states that it 
did so as an accommodation to maintain good relations with common trading counter 
parties. In fact, Avista states that: "the Avista Utilities traders believed that they were 
performing a common industry function as an intermediary between two parties who are 
restricted in dealings to facilitate real trades and a robust and liquid market." Avista fully 
admits now that its own traders "did have questions about the transactions." 

While admitting that this was part of its standard business practice (that is, to 
facilitate transactions which were prohibited among affiliates directly), Avista made no 
attempt to go beyond the discrete transactions previously revealed by Portland. Avista 
argues that, because its tapes cannot be reviewed by electronic search methods, "there 
was no way for Avista Utilities to conduct any kind of meaningful review of all, or even 
a portion, of the telephone conversations in its possession and no way to focus such a 
review." 
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Avista concludes that the Commission cannot revoke its market-based rates^* 
without an investigation under Section 206 of the FPA, and that the Commission cannot 
impose any form of sanction for Avista's failure to respond because the data request 
violated the Paperwork Reduction Act. 

Avista's claim that it was "used" unwittingly by Enron is not reconcilable with its 
acknowledged practice of acting as an affiliate go-between as a routine matter. Nor is its 
claim that, without electronic search methods, it is incapable of coming forth with a 
thorough analysis of its own activities acceptable. This response is in sharp contract to 
many other entities that made a considerable effort to provide fuU and complete 
responses to the data requests. In summary. Staff finds that Avista's response is less than 
forthcoming. Staff recommends that the Commission institute further proceedings, apart 
from Docket No. PA02-2-000, to investigate Avista's activities over the 2000-2001 
period. This investigation should address the extent to which Avista engaged in or 
facilitated the Enron trading strategies and the circumvention of prohibitions on affiliate 
sales, including appropriate remedies such as refunds and revocation of market-based 
rates. 


D. Generic Reevaluations 

In addition to Staff recommending further proceedings for individual companies, 
Staff also recommends that the Commission genetically reevaluate the conditions it 
currently imposes on market-based transactions between affihates. For example, the 
Commission currently allows a public utility with captive ratepayers to sell to an 
affiliated power marketer, if the product being sold is simultaneously offered to non- 
affiliated buyers at the same price and same location. Such transactions are not subject to 
prior Commission review. 

This simultaneous offer requirement is intended to prevent a sale between 
affiliates from being priced too low, resulting in the public utility's ratepayers subsidizing 
the transaction. The information that Portland provided to Staff demonstrates that the 
current Commission requirements are not being followed and are not effective for short- 
time transactions. The information indicates that electronic postings on Internet to sell 


Avista Utihties, an operating division of Avista Corporation, and Avista Energy, 
Inc. both are authorized to sell power at market-based rates. 76 FERC jl 61,255 (1996) 
and 77 FERC S 61,233 (1997). 


- 32 - 



38 


20020813-0468 Received by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


products are not timely or accurate and, in any event, are difficult for other parties to 
monitor. Due to the short-term nature of many affiliate transactions, there is insufficient 
time for non-affiliates to react to offers to sell at the same price as the product is being 
sold to an affdiate. In these circumstances, pricing discipline is lost. 

Moreover, Avista states that it routinely acts as a middle-man between affiliates in 
order to allow transactions to proceed which the Commission would otherwise prohibit if 
undertaken directly. Therefore, this generic reevaluation should include to what extent 
middle-men such as Avista should have an affirmative obligation to obtain certification 
by the affiliates in question that their transaction complies with the Commission's 
affiliate mles. Finally, Staff recommends that the Commission consider imposing 
standardized information requirements so that transaction information can be 
electronically searched in an efficient manner, so that the Commission, or other market 
monitors, can easily confirm that mles are being followed. 
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IV. ANALYSIS OF PUBLISHED PRICE DATA FOR NATURAL GAS AND 
ELECTRICITY, INCLUDING CALIFORNIA DELIVERY POINT PRICES 
USED IN THE CALIFORNIA REFUND PROCEEDING 

A. Iiitrod 0 ctton: Background and Sunnnary of Conclusions 

In this section, Staff discusses its analysis of electricity and natural gas prices 
published by a variety of trade publications and the use of a subset of those published 
prices (spot prices at California dehvery points) to calculate the mitigated market- 
clearing price (MMCP), and resultant retods, in the ongoing California refund 
proceeding in Docket Nos. ELOO-95-045 and ELOO-98-042.^ 


^^The California refund proceeding is currently pending before an administrative 
law judge and was initiated by the Cotnmission in an order dated July 25, 2001. As 
explained in more detail in the next section, the California refund proceeding employs a 
formula to calculate the MMCP that relies on an average of spot market prices published 
in the following multiple sources; Gas Daily, NGI’s Daily Gas Price Index and Inside 
FERC's Gas Market Report. However, because Daily Gas Price Index and Gas Market 
Report did not have a listing for Southern Cahfomia Gas Large Packages during the 
refund period, the Gas Daily reported price is to be used for calculation of the southern 
gas price during the refund period. The last published gas prices should be used in 
calculating the refund price for the days that Gas Daily is not published (weekends tmd 
holidays). 

In addition, the Commission initiated prospective mitigation in a series of orders 
issued in 2001. San Diego Gas & Electric Co., etal, 95 FERC 'll 61,115 (April 26 
Order), order on reh'g, 95 FERC 1 61,418 (2001) (June 19 Order), order on 
clarification and reh'g, 97 FERC f 61,275 (2001) (December 19 Order). Prospective 
mitigation employs a formula that relies on monthly forward prices taken from the bid- 
week data published in Natural Gas Week. From June 19, 2001, until July 8, 2002, the 
mitigation cap ranged between $92/MWh and $108/MWh. On July 9, 2002 the Cal ISO 
recalculated &e cap to $57.14/MWh, and, on July 10, 2002, again reset it to 
$55.26/MWh. Then, on July 1 1, 2002, the Commission issued an order which 
established a hard price cap of $91.87/MWh until the end of the period during which 
prospective mitigation would be in effect (that is, through September 30, 2002). San 
Diego Gas & Electric Co., et al., 100 FERC 1 61.050 (July 11, 2002). On July 17, 2002, 

(continued...) 
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A variety of private, commercial companies report electricity and natural gas spot 
and forward contracts market prices** and, in some cases, volumes. These include Platts, 
Bloomberg, Natural Gas Intelligence (NGl), and Energy Intelligence Group.** (We refer 
to these entities, collectively, as the reporting firms.) This section of the report discusses: 
(1) Staffs ongoing analysis of the price data published by the reporting firms; (2) the 
incentives for market participants to manipulate published price data; (3) the influence of 
electronic trading platforms, specifically EOL on published price data; (4) the effect of 
wash trades'® on published price data; and (5) issues with respect to price data specific to 
California, which make the published price data unreliable and therefore inappropriate 
for use in calculating the mitigated market-clearing price (MMCP) (and resultant 
refunds) in the California refund proceeding. 

The California refund proceeding employs a rate formula for calculating the 
MMCP (and resulting refunds) that relies on published natural gas spot prices in 
California or at the California border (California delivery points). Subsequent to the 
Commission's orders directing the use of these published price data, the Commission 
established this investigation, which gave Staff a forum in which to conduct discovery of 


*^(... continued) 

the Commission issued an order that established a West-wide price cap of $250/MWh, 
effective as of October 1, 2002. California Independent System Operator Corporation, 
100 FERC 161,060(2002). 

**A forward contract is a supply contract between a buyer and a seller, in which 
the buyer is obligated to take delivery and the seller is obligated to provide delivery of a 
fixed amount of a commodity on a specified future date. Payment in fuU is due at the 
time of, or following delivery. A forward contract refers to non-exchange trading of 
commodities. The price in a forward contract may be agreed upon in advance, or there 
may be agreement that the price will be determined at the time of delivery. 

**In addition, NYMEX, which is an organized exchange regulated by the CFTC, 
reports some prices. See Chapter V for a further discussion of NYMEX prices and, more 
specifically, the relation between the NYMEX natural gas futures prices and the Henry 
Hub natural gas spot prices reported by the reporting firms. 

''®Wash trades are transactions that give the appearance of sales and purchases, but 
which are initiated without the intent to make a bona fide transaction and which 
generally do not result in any actual change in ownership or the trader's market position. 
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the repotting firms, all of which are non-jnrisdictional entities.'*' Because of the 
characteristics Staff has discovered in the published price data. Staff recommends the use 
of a substitute input for the cost of natural gas in the rate formula for the refund 
proceeding, as is discussed below. 

In brief, Staff has discovered the following major problems with published price 
data, including specific issues with respect to California delivery point spot prices: 

• the Commission cannot independently validate the reporting firms' price data, and 
undetected errors may exist due to a lack of formal verification procedures; 

• there are incentives for market participants to manipulate prices reported to the 
reporting fkins, including inceutives specific to California due to its regulatory 
structure; 

• wash trading may have an adverse effect on reported prices data; and 

• EOL was a significant source of price discovery and formation, and was 
potentially .susceptible to manipulation by market participants. 

Accordingly, Staff concludes that published California delivery point natural gas 
spot prices are not sufficiently reliable to be used in the California refund proceeding for 
purposes of calculating the MMCP and resultaiit refunds. There is limited internal 
verification and no external validation auditing by the Commission. Thus, the 
Commission cannot rule out the possibility that market participants deliberately report 
inaccurate prices to the reporting firms in order to manipulate the reported prices data. 
Wash trades and EOL's former dominance as a means of price discovery also may have 
adversely affected the reliability of published price data. 

In the next chapter. Staff notes that there may be a number of possible alternatives 
and discusses two possible substitutes for that data. In brief. Staff recommends that the 
MMCP be calculated using producing basin spot prices plus transportation costs. 
Specifically, the MMCP for the Refund Period should bo calculated using producing area 
prices from Gas Daily, plus an allowance for interstate natural gas pipeline transportation 
and local distribution company charges. For southern California, the average of the 


“‘SeeieU.S.C. § 825f(1994). 
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reported San Juan and Pennian prices should be used. For northern California, the West 
Coast (Alberta) price should be used."*^ Spot prices at producing areas can be 
independently validated by correlation analysis to Henry Hub prices. 

Because natural gas at these producing areas is actually delivered to California, 
Staff believes that this alternative is superior to the other alternative which Staff 
considered, the price at Henry Hub. While Henty Hub is the most liquid natural gas 
market in the country, Henry Hub natural gas is not actually delivered to California. 
Either alternative is, however, superior (because of their liquidity) to the prices currently 
being used for the California refund proceeding, and either alternative is acceptable, 
given that prices at Henry Hub and at the producing areas highly correlate with each 
other. In contrast, the spot prices currently being used for the CaUfomia refund 
proceeding do not correlate well with Henry Hub or other producing area prices. 

Notwithstanding the variable quality of the information the reporting firms 
publish, the natural gas and electricity industries have a history of relying on published 
price data. For example, widely-cited studies of the effect of Enron's bankruptcy on 
forward electricity prices have used price data published by these reporting firms. In 
particular, on January 29, 2002, Dr, Robert McCullough, in testimony before the United 
States Senate Energy and Natural Resources Committee, alleged that forward electricity 
prices at the Mid-Columbia trading point fell by approximately 30 percent after Enron 
declared bankruptcy. The data he relied on for his study were from the Platts publication 
Energy Trader. (We discuss below Staffs ongoing analysis of the issues raised by Dr. 
McCullough.) 

More generally, the natural gas and electricity industries rely on the prices 
published by the reporting firms as the actual forward prices for contract settlements, and 
many contracts are indexed to the published prices. In theory, this would give the 
sources the reporting films rely on a significant economic incentive to attempt to 
manipulate reported prices. 

Responses from information requests sent to the reporting firms confirm that the 
published prices may be susceptible to manipulation because of this economic incentive. 


''^To the extent that the Cahfomia delivery point spot price data discussed in this 
report are used in other rate application proceedings before the Commission, the 
Commission should evaluate the appropriateness of continuing such uses. 
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To illustrate, the forward electricity prices published by the reporting finns are based on 
transactions reported by traders. The reporting ftrms contact traders who, they believe, 
are reliable, but the firms conduct varying degrees of formal validation of the responses. 
In fact, there appears to be have been a strong circularity in infoimation sources. For 
example, EOL was a significant source of price discovery for traders who, in turn, were 
sources for the reporting firms. While the reporting firms may have checked prices with 
numerous traders, the traders themselves appear to have been getting their information 
from the same source (EOL) and validating that same information with one another. 
Enron traders, in turn, used the published prices as a basis for posting prices on EOL. 
This circularity and the lack of any external validation almost guarantee that errors would 
not be discovered and eliminated, and create an environment that facilitates, rather than 
discourages, manipulation and collusion. 

In addition, contracts in the forward market (unlike contracts in the futures 
market'*®) are generally not standardized as to delivery dates, delivery locations, 
quantities, and prices. Since the reporting firms typically do not disclose the means by 
which they report these non-standard contracts, the reliability of the data is unknown. 

Staff believes that, once the industry understands that the price data it has relied 
on previously share these characteristics, existing or new firms will rise to the challenge 
of producing more statisfically-sound methods, and will be able to demonstrate a degree 
of statistical validity to their published price data. There is some early indication that 
existing firms are willing to respond to this opportunity. For example, on July 1, 2002, 
Platts published an Editor's Note in Power Markets Week announcing its intention to 
revise its reporting methodology in order to improve the quality of information it receives 
from market participants. The Editor's Note stated: 

Platts is in the process of refining its U.S. electricity indexes and 
assessments in order to provide the power market, financial institutions and 
the regulatory community with an improved tool for risk management and 
price discoveiy. As part of that process, Platts will be adjusting its price 


‘*®A futures contract is an agreement to purchase or to sell a commodity for 
delivery in the future: (1) at a price that is determined at initiation of the contract; (2) 
which obligates each party to the contract to fulfill the contract at a specified price; (3) 
which is used to assume or shift price risk; and (4) which may be satisfied by delivery or 
offset. 
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assessment methodology to put an even greater premiam on verifiable, 
higher-quality price data.[**] 

While this is clearly a step in the right direction, price data must still be subject to 
independent validation by the Commission before being used in a rate-setting 
proceeding. 


‘‘^Platts Power Markets Week, July 1, 2002, Editor’s Note: Important Notice: 
Proposed Refinements to Platts’ Power Market Methodology. 
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B. An Illustration of Varying QuaBty in Published Price Data; Staff's 
Attempts To Verify Dr, McCullough's Testimony on the Effect of 
Enron's Bankruptcy 

The varying quality of reported price data can easily be demonstrated. On January 
29, 2002, Dr. Robert McCullough testified before the United States Senate Energy and 
Natural Resources Committee. He stated that forward electricity prices at Mid-Columbia 
fell by approximately 30 percent after the announcement of Enron's filing for bankruptcy. 
The implication of Dr. McCullough's testimony was that Enron had manipulated the 
market, causing prices to exceed market levels, and its bankmptcy then led to prices 
falling to considerably lower levels. 

While Dr. McCullough claimed a 30 percent price drop, his own chart supported a 
smaller decline. On February 4, 2002, an article in Platts' Power Markets Week, stated 
that the price drop was, in fact, not as large as McCullough reported, but was only about 
nine percent: 

Itr alleging a 30% price drop when Etrron filed bankruptcy Dec. 2, 

[McCullough] cited data published by Platts Energy Trader. But the data 

shows that Mid-Columbia on-peak forward prices actually dropped about 

9%. The 2003 contract fell from $38.50/M''^ to $35/MWh between Nov. 

29 and Dec. 3. The 2004 contract came down from $39/MWh on Nov. 29 

to $35.25/ MWh on Dec. 3.['‘^] 

As part of its investigation into allegations that Enron had manipulated the market, 
Staff reviewed the forward price data for the time period around Enron's bankmptcy 
(December 2001), using data taken from both Platts and Bloomberg. Staffs goals were 
to ascertain what the actual price level was during that period, and whether any change in 
prices could reasonably be attributed to Enron's exiting the energy market. 

Staff found that; (1) the price drop was in fact smaller than Dr. McCullough 
testified: (2) that smaller price drop is consistent with historical price drops for that time 
of year (the seasonality factor); and (3) the precise amount of the price drop differs, 
depending on whether Platts' data or Bloomberg data are used. 


"Western Senators Want to Know if Enron Manipulated the Market," Power 
Markets Week, February 4, 2002. 
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Figure 1 shows the forward electricity prices at Mid-Columbia reported by Platts 
and Bloomberg, respectively. "ftTiile Platts examined the five-day period surrounding the 
Enron bankruptcy filing. Staff examined the two week period foUowing the bankruptcy 
filing. Staff found that, using Platts' data, the forward prices in the two-week period after 
Enron filed bankmptcy dropped 15 percent (from $35/MWh on December 3, 2001, to 


Figure 1 : Electricity Forward Curves (2003) at Mid- 
Columbia Measured by Platts and Bloomberg 


Two Weeks 



$29.75/MWh on December 19, 2001), but, using Bloomberg's data, the forward prices 
for the same period dropped 1 1 .2 percent (from $35.48/MWh to $3 1 .50/MWh). 

While the price data from the two reporting firms produce different results, they 
each indicate a drop in prices. Staff then examined what could be likely factors to 
explain that drop. We examined the historical trends in forward pricing to assess 
whether the drop in price at Mid-Columbia at the time of the Enron bankruptcy was 
significantly different from previous years, that is, whether seasonality was a factor. 
Seasonality is an important feature of both electricity spot and forward markets. The 
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demand for electricity varies by season, with the strongest demand usually in the 
summer. 

Staff analyzed historical data on electricity futures to see if there is any monthly 
pattern. We calculated seasonal factors (SFs) using NYMEX futures prices at two 
delivery points, the Califomia-Oregon Border (COB) and Palo Verde,"** using five years 
of monthly data (1996-2001), as shown in Figure 2. While COB is geographically 
proximate to Mid- Columbia the Northwest, Palo Verde is in Arizona. The Palo Verde 
data is still significant because the West is a single market where energy is often traded 
due to seasonal diversities. An SF greater than 100 denotes a period in which futures 
prices are greater than the yearly average, while the reverse is true if the SF is less than 
100 . 


As shown in Figure 2, prices normally fall from November to December, and 
December’s futures price is typically lower than the yearly average and also the lowest in 
the second half of the year. In fact, prices fall on average from November to December 
by about 15-18 percent, in line with the 1 1-15 percent drop at COB from November to 
December 2001. 


"’^Calculating SFs requires at least four-years of data. Accordingly, Staff used 
NYMEX futures data for COB and Palo Verde because the NYNEX COB and Palo 
Verde futures are the only futures or forward markets that have four-year data. Seasonal 
adjustment "requires at least four full years of data”. See Eviews User’s Guide, 
1994-1997, Quantitative Micro Software, page 183. 
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In short. Staff concludes that the fall in prices in December 2001, whether 
measured by Platts' data or Bloomberg's data, is more likely to be related to historical 
seasonality than to be attributable to any one specific, non-recurring event, such as 
Enron's bankruptcy. We caution, however, this does not mean that Enron did not 
manipulate markets, only that Enron's bankruptcy cannot be viewed as the principal 
trigger for a drop in forward prices at Mid-Columbia in December 2001, since that actual 
price drop is in line with historical price trends. 

While Staff can attribute the fall in forward prices at Mid-Columbia in December 


Figure 2: COB and Palo Verde Monthly Futures Prices 



□ COB ■ Palo Verde 


2001 to seasonality, we cannot readily understand the discrepancy in the prices reported 
by Platts and Bloomberg for that period. This concerned Staff for several reasons. First, 
the natural gas and electric industries generally rely on published price data, and assume 
that the published data is reasonably accurate, unbiased, and reliable. Second, Platts 
publishes two of the natural gas price indices that are used in calculating the MMCP in 
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the California refund proceeding.**’ Third, the accuracy of historical published data was 
essential to Staff.? ability to determine whether Enron, or any other entity, had in fact 
manipulated prices. Therefore, it is critical that Staff examine the reliability of published 
price data. 


C. Description of the Reportii^ Firms' Procedures and Practices for 

Published Price Data (Spot and Forward Prices for Natural Gas and 
Electricity) 

In order to explore the reliability of published price data, and also in order to 
analyze the correlation between spot prices at California delivery points and spot prices 
at other trading points, including Henry Hub, Staff issued data requests to Platts and 
Bloomberg to determine the respective differences in their sampling and reporting 
procedures. To ensure completeness. Staff requested information on spot and forward 
prices for both electricity and natural gas products in its data requests. For electricity 
products, there are both daily spot and daily forward prices. The published spot prices 
are a weighted average of the previous day's reported prices. Because the forward 
electricity market is relatively illiquid and trading activity can vary significantly from 
day-to-day, the published forward prices are more difficult to calculate, and the reporting 
firms rely more on the judgment of their reporters. 

Staffs questions focused on the reporting firms' sampling procedures, index 
calculation methodologies, and their internal verification procedures. Specifically, Staff 
asked the reporting firms the following questions: 

• What are your general sampling procedures and coverage for forward trades? 

• What products do you include in your forward prices? 

• How are reporting locations treated? 

• What is the basis for reported prices? 


**’More specifically, the formula for calculating the MMCP relies on an average of 
the California spot market prices published from the following multiple sources: Gas 
Daily and Inside FERC's Gas Market Report (both published by Platts) and NGI's Daily 
Gas Price Index. 
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• How do traders report prices to you? 

• Are firms required to participate? Are they subject to periodic audit or 
compliance? 

• Do you verify or validate the data you collect with other sources? If so, how are 
the data verified or validated? 

The firms were also asked to provide any available written internal documentation of 
their information gathering and index calculating procedures. 

The specific data gathering, price calculating and information verifying 
procedures of each of the reporting firms are described below and come from reporting 
firms' responses to Staff data requests.'** Staffs information requests are public, and are 
posted on the Commission's web site for Docket No. PA02-2-000. One reporting firm, 
Platts, filed its responses under a claim of privilege pursuant to 18 C.F.R. § 388.112 
(2002); under this regulation, such material is to remain non-public unless a Commission 
official denies the claim of privilege and provides the filing party with no less than five 
days' notice before public disclosure. Thus, a summary of Platts' responses is not 
included in this report. Nonetheless, Staffs conclusions are based on its review and 
analysis of Platts' non-public responses, and Platts' responses were extremely valuable in 
Staffs understanding and assessment of the price indices. 

1. Electricity 

a. Platts 

As previously noted, Platts filed its responses under a claim of privilege. In 
addition, Platts declined to respond to certain aspect of Staffs data request to protect the 
confidentiality of its sources. 'Wliile Staff will therefore not summarize Platts' responses, 
we will provide a general overview of key themes. 


^^The data requests are as follows; Platts Electricity Products, April 11, 2002 
(Platts Electricity Data Request) and May 31, 2002 (Platts Follow-up Request); 
Bloomberg, April 1 1, 2002 (Bloomberg Data Request) and May 2, 2002 (Bloomberg 
Follow-up). 
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In general, Platts develops spot price data through a survey of the electric market, 
while daily forward assessments reflects Platts' subjective opinion on the value of 
forward contracts at the end of the day. With respect to valuation, Platts relies on the 
experience and judgment of its reports to identify and discuss any invalid information 
and does not subject the firms reporting to it to any formal audit or compliance measures. 
As noted earher, Platts is now in the process of refining its methods to put a premium on 
verifiability and quality of data. This process will include a standard spreadsheet with 
columns for counter party and whether a transaction is a purchase or a sale, enabling 
Platts to cross-check each transaction for accuracy. 

b. Bloomberg 

Bloomberg does not report achial trades. Rather, it collects data on bids and 
offers for forward power transactions.^'* It collects the data from traders on a voluntary 
basis; that is, it accepts the bid and ask data from those traders who are willing to provide 
such data. 


Bloomberg states that it has no selection criteria with respect to the traders from 
whom it receives data.*® Bloomberg describes its price reporting methodology as 
follows: 


In computing the index price, Bloomberg’s electricity market reporters 
survey a broad cross section of the OTC [over-the-counter] power market 
to include brokers, traders, investors, and municipally-owned electric 
utilities, as well as power marketing companies. After collecting prices, 
reporters add up volumes and prices or post the most frequently quoted 
forward electricity price for the specified location and period.^'] 


“'^Staff notes that the Commission purchases data from Bloomberg (and other 
entities) which it uses as part of its market monitoring program. 

^®Response dated May 9, 2002, to Bloomberg Data Request in Docket No. PA02- 

2 - 000 . 

^'Response dated May 9, 2002, to Bloomberg Data Request in Docket No. PA02- 
2-000 (printout from the Bloomberg help screen). 
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Bloomberg states that its reporters call a variety of parties to prevent one source's 
pricing from being given too much weight in the index. It also states that its index price 
methodology is designed to ensure that smaller market players, such as municipal electric 
utilities, are used to create the benchmark electricity prices that may have an effect on 
investors and ratepayers.^^ 

2. Natural Gas 

In addition to publishing electricity price data, Platts reports prices for natural gas. 
Natural Gas Intelligence (NGI) and Energy Intelligence Group also publish natural gas 
prices. Thus, for the purposes of gathering information on natural gas price reporting, 
Staff sent data requests for these three reporting firms.®^ 

Staff asked Platts Natural Gas Products (publisher of Gas Daily and Inside FERC 
Gas Market Reports), NGI, and Energy Intelligence Group the following questions about 
their samplins procedures, index calculation methodologies, and internal verification 
procedures. 

• Describe the history of price posting for Southern California Gas and 
Pacific Gas and Electric for both Gas Daily and Gas Markets Report. 

• To what extent did the firm use prices posted on EOL in developing the 
prices it posted? 


”ln addition, Bloomberg represents that it operates a many-to-many electricity 
trading exchange, Powermatch, that matches willing buyers and sellers. Bloomberg 
states that it does not take a position on any of the trades. 

^■^While Bloomberg also publishes natural gas price data, that data is not used in 
any Commission proceedings, unlike those of the other reporting firms, nor does 
Bloomberg publish data about actual trades. Thus, Staff determined that it did not need 
any further information from Bloomberg, 

^‘'rhe data requests are as follows; Platts Natural Gas Products, May 21, 2002 
(Platts Natural Gas Data Request); Natural Gas Intelligence, May 23, 2002 (NGI Data 
Request); and Natural Gas Weekly, May 23, 2002 (Natural Gas Weekly Data Request). 
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• To your knowledge, to what extent did market participants use EOL as a 
price discovery mechanism for natural gas prices? 

In aU cases, there is the issue of product definition. For natural gas products, there 
are daily, weekly, and monthly prices reported. As with electricity prices, the published 
daily spot prices are a weighted average of the previous day's reported prices. Published 
weekly prices are a weighted average of the week's daily spot prices. The monthly prices 
are for "baseload" purchases that flow for the entire month and are normally made during 
the bid-week of the previous month.^^ 

One reporting firm, Platts, filed its responses under a claim of privilege pursuant 
to 18 C.F.R. § 388.112 (2002); under this regulation, such material is to remain non- 
public unless a Commission official denies the claim of privilege and provides the filing 
party with no less than five days' notice before public disclosure. Thus, a summary of 
Platts' responses is not included in this report; nonetheless, Staffs conclusions are based 
on its review and analysis of Platts' non-public responses. 

a. Platts 

As previously noted, Platts filed its responses under a claim of privilege. In 
addition, Platts declined to respond to certain aspect of Staffs data request to protect the 
confidentiality of its sources. While Staff will therefore not summarize Platts' responses, 
we will provide a general overview of key themes. 

In genera] , Platts develops its posted natural gas prices primarily through 
interviews on the telephone or through faxes with various market participants. Platts 
collects infomiation on price, volume, and sometimes counter parties. Platts then sorts 
the prices from high to low, looks for outliers, and cross-checks with the counter parties 
whose names it has. None of the data is subject to external audit or validation. As noted 
earlier, Platts is now in the process of refining its methods to put a premium on 
verifiability and quality of data. 

b. Energy Intelligence Group 


^^The "bid-week" price is the volume-weighted measure of gas prices for the 
following month done during the pipeline nomination period. 
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Energy Intelligence Group publishes Natural Gas Week, which reports weekly 
and monthly bid- week natural gas prices.** Its price indices use a volume-weighted 
average of individual natural gas spot transactions reported to its staff by participants. 
Natural Gas Week requires that each company that it surveys provide both price and 
volume for each reported trade. It states that it acquires price data from market 
participants with varying interests in order to ensure accuracy: 

Each day, participants in the natural gas market - net buyers, net sellers and 
marketers - are polled to ensure that the parties with diverse interests are 
part of the survey. For each participant with an interest in seeing a high 
posted price, we poll one with an interest in seeing a low posted price.[*^] 

In addition. Natural Gas Week states that it is able to identify the counter-parties 
to each trade and any anomalies in terms of volumes or price. It also states that any 
anomalies are researched to verify whether there was an operational issue in the 
marketplace, and if not, the data are discarded from the survey. If a participant is found 
to be reporting volumes or prices that are out of line with the rest of the survey, that 
participant is no longer polled. Finally, Natural Gas Week stated that "[cjommunications 
between the Natural Gas Week staff and market sources is deemed proprietary by our 
company."** 


c. Natural Gas Intelligence 

NGI publishes NGI’s Daily Gas Price Index and NGI's Weekly Gas Price Index. 
NGI describes its data collection methodology for its publications as follows: 

Intelligence Press gathers the data used in setting prices via a daily 
telephone and fax survey of industry representatives. Our source base 
consists of more than three hundred participants from aU sectors of the 
natural gas industry and its customers. By obtaining quotes from a large 


**The bid-week price is the volume-weighted measure of gas prices for the 
following month done during the pipeline nomination period. 

*^Response dated June 4, 2002 to Natural Gas Week Data Request in Docket No. 
PA02-2-000. 

**M 
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sampling of producers, marketers, intrastate pipelines, industrial end-users, 
and utilities, we increase the likelihood that the prices appearing in the 
newsletter more closely approach the true population average in an 
objective manner. In the survey, we ask our participants whether they have 
purchased or sold any gas, and if so, for what period, into which pipelme(s) 
or at what citygate, and at what price and volume. Normally, we will also 
discuss the present market conditions which are influencing prices, such as 
weather, storage, available supply and pipeline capacity, prices of 
competing fuels, and the effect of futures trading. Data gathered in the 
survey are used in calculating both the weekly GPI and the Daily GPI spot 
market prices. 

NGI states that it does not include transactions tied to an index, either its own or 
that of another publication. It notes that it recognizes that including index prices in the 
index would raise the question: "is the market determining the index or are index deals 
determining the market?"*® Finally, NGI states that it "does not reveal the source of any 
price information, nor will we reveal the parties involved in any transaction to any 
outside organization."® - 

D. Based on the Responses, Staff Finds That Published Price Data Are 
Susceptible To Manipulation and Cannot Be Independently Validated 

Based on our review of the responses to our data requests. Staff determined that 
published electricity and natural gas price data are based on trades or bid/ask prices 
reported by traders and other market participants. The reporting firms state that they rely 
on traders believed to be reliable, but they conduct varying degrees of formal verification 
or corroboration, through, for example, cross-referencing reported trades, of the 
information they receive. 

Staff is troubled by the lack of reported formal verification or corroboration that 
the reported firms state they performed. This opens the door for entities to deliberately 
misreport information in order to manipulate prices and/or volumes for both electricity 


*®Response dated June 4, 2002, to NGI Data Request in Docket No. PA02-2-000. 
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and natural gas. In the absence of some form of double-checking, such misreporting is 
likely to be undetected in the reportmg process and uncoirected when prices are 
published. 

Certainly, there is a significant incentive on the part of certain market participants 
to deliberately misreport prices, given that natural gas is the fuel input for the electricity 
generators that set the market price in California and the rest of the West. Unscrupulous 
traders could manipulate natural gas price indexes in order to increase the profitability of 
their electricity positions. The means by which this misreporting could occur is actually 
quite simple. Traders overstate prices to the reporting firms, which in turn publish price 
data that incorporate the overstated prices. Buyers and sellers themselves cannot verify 
those prices because different reporting firms report information differently, e.g., end-of- 
day vs. average, trades vs. bid/ask postings. However, the natural tendency is for biiyere 
and sellers to assume that the published prices are accurate, so an overstated published 
index may then affect the actual price buyers pay for transactions. Thus, misreported 
prices could become part of the price formation process and adversely affect the true 
market price. 

At this point in time, the Commission cannot validate published price data. This 
is due, in part, to the reporting firms' status as non-jurisdictional entities as well as their 
legitimate desire to protect the confidentiality of their sources. Without knowing the 
source of the raw data, there cannot be any independent validation of the price data 
published by any reporting firm. This is a particular problem for California delivery 
points price data, given the incentive to over-state prices in the West and in California. It 
is Staff's belief that this is one of the factors that makes the published natural gas price 
data for California delivery points inappropriate for setting the MMCP in the ongoing 
California refund proceeding. 

E. The Effect of EOL's Dominance on Published Price Data 

Another troubling aspect of published price data was the role that EOL played as a 
significant, even a dominant, source of price discovery for natural gas products. This, in 
turn, may have led to significant errors in the price data, especially when coupled with 
the reporting entities' failure to use statistically sound methodologies and to conduct 
verification of their data. These factors all enhance the opportunity for the deliberate 
misreporting of information for financial gain. 
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In its response to the Staffs data request, NGI reported that a number of its 
sources indicated that, for several natural gas trading points in Southern California, EOL 
was their primary price discovery mechaaisin, and was used even by those traders who 
do not transact on EOL. NGI stated: 

Some [sources] even indicated that though they did not trade on the EOL 
system, they, nonetheless, closely watched the prices posted there.[*^] 

Many of the trades that were the source of published price data were conducted on 
EOL. For example, NGI informed Staff that EOL sent it aggregate daily data, which 
NGI printed in a separate table that included only data from electronic trading systems. 
NGI states that it did not independently access specific trading data taken directly from 
the EOL trading platform. In addition, NGI reports that a large amount of the data 
collected from sources other than EOL in fact represented trades actually conducted on 
EOL. Staff is continuing to explore how Enron and other sent data to the reporting 
firms. 


EOL's former prominence may have been a significant source of error, both actual 
and potential, in the price reporting process. That is, there was a self-referential or 
circular nature to the prices being reported to the reporting firms because of how traders 
relied on EOL: 

• Many market participants used EOL for price discovery; 

• Because of the large quantities traded on EOL, a price posted on EOL 
would often be used by a trader as its own when contacted by the reporting 
firms; 

• Even if the reporting firm had in fact randomly sampled traders (of which 
there is no evidence), the traders would be reporting the same prices they 
saw on EOL; and 

• Traders' bids and offers that were posted on EOL in turn were based on the 
prices published by the repoiting firms. 


®June 4, 2002, response to NGI Data Request under Docket No. PA02-2-000. 
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The general reliance on EOL raises significant concerns. 

Figure 3 illustrates the significance of EOL on the trading of natural gas for 
delivery into California, using data extracted fixim EOL databases. Figure 3 shows the 
trading activity on EOL on January 31, 2001, for next-day gas at the Topock delivery 
point. On that day, there were 227 trades made on EOL for next-day gas at Topock. The 
price rose from $U.30/MMBtu to $15.00/MMBtu. Of the 227 trades, 174 were made 
with a single counter party. The total volume on EOL for next-day Topock gas for the 
day was 2,240,000 MMBtu, of which 1,740,000 MMBtu was with that single counter 
party. 
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Figure 3: EOL Day-Ahead Trades Topock 
January 31 for February 1 Gas 
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Total trading volume at Southern California Topock reported to Gas Daily was 
6,766,000 MMBtu, which was the busiest trading point for that day. For February 1 at 
Topock, based on trades that took place on January 3 1 , Gas Daily reported that prices 
ranged from a low of $ 1 1 . 1 0/MMBtu to a high of $ 1 6.05/MMBtu with an average price 
of $13.58/MMBm. For February 1 at Topock, based on trades that took place on January 
31, EOL's prices ranged from a low of $11.30/MMBtu to a high of $15.30, with an 
average price of $13.67/MMBm. Absent the trades with ftis counter party, the EOL 
average prices for the day would have been lower. These trades, both purchases and 
sales, took place at higher prices than trades with other parties. 

Of the 174 trades between Enron and this single counter party on this day, Enron 
bought 101 times and sold 73 times. This amount of trading activity may or may not 
meet a legal definition of "wash trading.” Nevertheless, it shows an amount of trading 
that is difficult to rationalize as a normal or standard business practice. Figure 3 does not 
necessarily prove that Enron and the counter party were manipulating prices through 
their trading activity on EOL. But it does show the dramatic increase in price during the 
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day and the significance of one trading partner during the price increase in the last hour 
of trading. Moreover, given the reporting firms' description of their price reporting 
procedures, Figure 3 illustrates the influence of EOL on published price data and the 
asymmetry of the information available to various market participants. The amount of 
trading between Enron and this counter party was more than three-fourths of the trading 
activity on EOL and more than one-fourth of the volume of total trading for the day at 
Topock reported by Gas Daily. Absent independent validation of raw data, only Enron 
and possibly the counter party could have known that so much of the trading was going 
on between themselves, because parties looking at EOL's screens could only see the bid 
and ask prices; they could not know who the counter party was on any particular trade. 

Staff recognizes that there may be reasonable explanations for a fluiry of 
purchases by a single counter party on EOL. For example, a buyer might simply need the 
gas. Flowever, the trading activity on January 31, 2001 raises questions. The counter 
party's net spot purchase for the day was 280,000 MMBm. As noted above, that counter 
party's trading volume for the day on EOL was 1,740,000 MMBtu. For the day, the 
counter party bought 1,010,000 MMBTu and sold 730,000 MMBtu, with almost all of 
that activity occurring in the last half hour of trading. If the counter party were simply 
buying the gas in the spot market to serve its burner tip needs for the next day, it would 
not have needed to buy over one million MMBm of namral gas and sell back over seven 
hundred thousand MMBTu on EOL in a half hour, as the price rose by more than $3.00 
per MMBm. Moreover, such a burst of buying activity would almost surely have a 
maximal rather than minimal price effect, as reflected in the steep price increase shown 
in the last hour of trading in Figure 3. Normally a net buyer would not be interested in 
raising the market price. 

Staff further recognizes that trading namral gas is a complicated business and 
traders may have reasons to buy and sell significantly more than the amount of their net 
position. However, the data show that the counter party was the largest purchaser of spot 
gas at Topock on EOL and, unlike other buyers and sellers on EOL, its trading volume 
was significantly greater than its net position. For example, a typical trader that was a net 
buyer of 100,00 MMBm might buy 120,000 MMBTU and sell 20,000 MMBTU, 
whereas the counter party might buy 500,000 MMBm and sell 400,000 MMBTu to reach 
the same net position. Staff is continuing to investigate the trading behavior on this and 
other days with apparent anomalous trading patterns and examining the companies' 
related financial derivative positions. 
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Figure 4 

SoCal Topock: EnronOnline and Gas Daily Index Value 



In short, the price data published by the reporting firms would only show a large 
price movement. No reader would know that a large percentage of that trading activity 
was between two specific parties, Enron and this single counter party, because the ■ 
reporting firms would only receive an average price and daily volume at a given trading 
point on EOL. Therefore, traders are in a position to report incomplete, and potentially 
misleading, price data to the reporting firms. 

Again using data extracted from EOL databases. Staff attempted to determine 
whether EOL was a significant source of price information for published price data. As 
shown in Figure 4, the Gas Daily Index price for October 2000 into luly 2001 closely 
tracks the EOL mean price for the day. This is consistent with reports that EOL was a 
prominent source of price information for the published Western natural gas price data 
during 2000 and 2001. 
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Given that EOL was such a significant source of the price discovery and 
formation process, it is useful to understand how Enron traders operated in the Western 
natural gas markets. Figure 5 provides information about the Enron trading in Western 
natural gas markets and shows that Enron traders took significant positions in those 
markets. Using data on Enron traders' profits and losses taken from Enron's databases, 
Figure 5 shows the cumulative profitability of the positions taken by Enron traders and 
the extreme volatility of their returns. As shown in red on the right vertical axis, the 
cumulative profit from Enron's Western natural gas trading, from June 2000 to April 
2001, was approximately $900 million. By July 2001, Enron's cumulative profit for 
trading Western natural gas on EOL had fallen back to close to zero. In addition, the left 
vertical axis (shown in blue) shows the increase in the daily swings in profits and losses. 
For the first five months of 2000, the daily changes were close to zero. By contrast, from 
late 2000 into June 2001, there were daily swings in excess of $100 million. Staff notes 
that this period of time coincides with the time that electricity prices in CaUfomia were 
the most volatile. 
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In addition, internal Enron notes and training exercises gathered by Staff in the 
investigation indicate that Enron was aware of the potential to influence the published 
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price data in order to profit in its related derivative positions and was considering the 
legal implications of doing so. Staff is continuing to investigate whether Enron has 
engaged in manipulative trading activity. 

In short, the particular reporting methods used by any reporting firm are almost 
irrelevant, as long as its data sources themselves were biased due to substantial reliance 
on EOL. Using EOL, an Enron affiliate was always one of the parties to a transaction, 
and sometimes Enron affiliates were on both sides of a transaction, which gave Enron an 
easy means by which to influence the bids and offers posted on EOL, and the prices 
charged for transactions. In addition, the empirical evidence based on the data from EOL 
databases suggests that EOL was indeed a significant part of the price formation process, 
and that Enron took large positions in the markets using EOL. This gave Enron 
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significant ability and incentive to manipulate the price data published by the reporting 
firms. Furthermore, internal memos indicate that Enron understood its ability to affect 
the pubhshed price data and the financial incentives it had to drive up the reported index 
prices. Staff is still in the process of examining the data from the EOL database system 
and is continuing to investigate whether the posted prices were subject to manipulation. 

F. The Effect of Wash Trading on Published Price Data 

There have been widely-reported press stories about wash trading in both natural 
gas and electricity. Staffs effort to smdy the effects of wash trades on markets is being 
coordinated with the CFTC and the SEC. 

For the purposes of this initial report, we focus on the question of whether wash 
trading can be used to manipulate price data or otherwise adversely affects the accuracy 
of published price data. Staff believes that wash trading can adversely affect the 
accuracy of published price data under certain circumstances. For example, wash trading 
provides the illusion of a deep market (that is, more volume than absent wash trades), 
which may lead buyers to assume they are getting a competitive price and trading in a 
liquid market when in fact they are not. Another problem is that, because the daily 
closing price is often based on the last trade, a wash trade at the end of a trading day 
could be used to deliberately move that price. In fact, Platts indicated that its forward 
price data is meant to mirror the end-of-day price used in mark-to-market accounting. In 
a thinly-traded market, e.g,, forward markets, one wash trade could move the market 
price. 


As an example, using data from the Enron database system. Staff identified a 
number of trades between an Enron trader and the same counter-party that appeared to be 
wash trades. For purposes of identifying these trades. Staff looked for transactions that 
were a buy and sell between the same counter parties for the same product at the same 
price within a two-minute period. Overall, we have retrieved information indicating that 
Enron may have been involved in considerable electricity and natural gas round trips or 
wash sales. In one instance, a number of apparent wash trades with the same counter- 
party is apparently explained by the fact that the counter-party to the trades was 
participating in a promotional campaign run by Enron in an effort to benefit personally 
by recording the largest volume of trades. 
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Because there is no way to validate the data given to the reporting firms, the 
possibility of a detrimental effect on prices cannot be discounted. Staff will continue to 
assess the role that wash trades play on die prices for natural gas and electricity. 
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G. Problems Specific to Published Natural Gas Price Data for California 
Delivery Points 

In addition to the characteristics and problems in published price data discussed 
above, none of which is specific to California, Staff has reason to conclude that the 
reporting of natural gas prices in California has its specific, additional problems. First, 
there are numerous delivery points into Southern California, and, at least in part due to 
the regulatory structure of the California natural gas market, prices can be significantly 
different at the various delivery points. 

Second, firms have incentives to overstate the price they pay for natural gas in 
order to affect the index price. These incentives include: (a) a higher index price wiU 
reduce their refund exposure for electricity (increased natural gas prices raise the market- 
clearing price);® and (b) a hmher index price will allow them to benefit from state-level 
performance-rate incentives.® 


*^or example, a gas-fired generator with a heat rate of 15,000 Btu/kWh that paid 
$12 per MMBtu for natural gas produces electric energy at a rate of $180/MWh. As a 
point of reference, in December 2000, the natural gas index price at the Topock delivery 
point in California reached $60/MMBtu. If the ttue cost of fuel were $60/MMBtu, the 
same generator's cost of producing electric energy would be $900/MWh. During this 
period, the market-clearing price in CaUfomia did not come close to $900/MWh. This 
fact indicates either that no generators actually paid $60/MMBtu, or those that did were 
selling electricity for less than their running cost or such generators were exporting 
energy to the Pacific Northwest, where prices were over $900/MWh. In this last case, 
the exporting of energy from California to the Pacific Northwest should not be relevant 
to price formation in California, unless that high-priced energy was re-imported to 
California as part of megawatt laundering. These export issues are discussed later in this 
report. In any event, either scenario casts doubt on the accuracy of the reported namral 
gas spot prices for that period. 

®Each of California's three large natural gas local distribution companies has a 
gas cost incentive mechanism, under which it profits if it buys gas at prices lower than its 
reference benchmark price. While each company's benchmark reference is formulated 
differently, in all cases, California border prices are a key part of the benchmark. 
Therefore, higher reported prices drive up the benchmark and therefore benefit those 
companies. In addition, payments to gas-fired qualifying facilities in California are 

(continued...) 
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Having numerous entities with incentives to move the price in one direction 
makes price data particularly susceptible to manipulation. In addition, the number of 
trades at the specific points can be small at a given time, making them particularly 
vulnerable to influence by a few entities. 

Furthermore, there are inconsistences in published price data in terms of the 
locations of the gas delivery points. For example, at one time, Edison and PG&E were 
treated as a single market. However, in different months in 1998, at least two reporting 
firms split that single market into two markets. Both of these reporting firms stated that 
the reason for the split was the existence of price differentials between the two points. In 
contrast, a third firm did not begin posting separate prices for Edison and PG&E until 
April 2001. That firm stated that it did not observe significant price differentials 
between the two points until late 2000. This illustrates the important point: the reporting 
firms have different views regarding something as fundamental as the definition of the 
market itself. 


H. Conclusion 

To sum. Staff has discovered the following major problems with published price 

data, including specific issues with respect to California delivery point spot prices: 

• Historically, the spot prices for namral gas at the California delivery points highly 
correlate with prices at producing basis and Henry Hub. During the months of 
October 2000 to July 2001 - the refund period in the CaUfomia refund proceeding 
- the correlation was abnormally low. Since that time, the high correlation has 
resumed. 

• The Commission cannot independently validate the reporting firms' price data, 
and undetected errors may exist due to a lack of formal verification procedures. 

• There are incentives for market participants to manipulate prices reported to the 
reporting firms, including incentives specific to California due to its regulatory 
structure. 


*^(.. .continued) 

based on the reported Topock price, giving another large group of gas purchasers in 
California a reason to benefit from higher reported namral gas prices. 
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• Wash trading may have an adverse effect on reported price data. 

• EOL "was a significant source of price discovery and formation, and was 
potentially susceptible to price manipulation. 

Staff concludes that published California natural gas price data are not sufficiently 
reliable to be used in the California refund proceeding for purposes of calculating the 
MMCP and resultant refunds. Staff makes no conclusions as to whether these reported 
prices are inappropriate for structuring contractual provisions between two sophisticated 
parties bargaining at arms-length. In the next section. Staff discusses its possible 
substitutes for the data. 
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V. POSSIBLE SUBSTITUTES FOR CALIFORNIA DELIVERY POINT SPOT 

PRICE DATA IN THE CALIFORNIA REFUND PROCEEDING 

A. How California Delivery Point Spot Prices Are Used in Calculating the 
MMCP for the Refund Period 

Price mitigation for wholesale electric power sold in the Cal ISO and the Cal PX 
organized spot markets is different for two general time frames. For the first time period, 
October 2, 2000 through June 20, 2001 (the Refund Period), the Cominission established 
a formula to set the MMCP and ordered an administrative hearing to determine whether 
refunds are owed by any sellers in the organized spot markets in California and, if so, 
how much. This determination is guided primarily by the Commission's order issued on 
July 25, 2001.*® 

For the second time frame, from June 21, 2001 until September 30, 2002 (the 
Prospective Period), the Commission adopted a prospective market monitoring and 
mitigation program designed to ensure that rates for spot sales throughout the Western 
United States remain just and reasonable. This program was prescribed in an April 26, 
2001 order,** as amended by a June 19, 2001 order.*’ 

On July 11, 2002, the Commission amended the calculation for the price cap for 
the Prospective Period and established a price cap of $91 .78/MWh that would remain set 
at that level for the duration of the Prospective Period.** On July 17, 2002, the 
Commission issued an order that established a West-wide price cap of $250/MWh, 
effective as of October 1, 2002.*^ 


*®San Diego Gas & Electric Co., era/., 96 FERC 61,120 (2001) (July 25 Order). 

**San Diego Gas & Electric Co., era/., 95 raRC 'J 61,1 15 (April 26 Order); order 
on reh'g, 95 FERC 61,148 (2001) (June 19 Order). 

*’San Diego Gas & Electric Co., era/., 99 FERC H 61,160 (2002) (May 15 Order). 

**San Diego Gas & Electric Co., era/., 100 FERC 1 61,050 (2002) (July 11 
Order). 

*®Califomia Independent System Operator Corporation, 100 FERC jl 61 ,060 

(continued...) 
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For tie Refund Period, the natural gas cost used in the formula to set the MMCP 
is derived from California spot price data published by the reporting firms discussed in 
the preceding section. The substantial portion of the MMCP is attributed to natural gas 
costs.’® For this reason, and because it forms the basis for the calculation of potentially 
biUions of dollars of refunds, it is critical that the source of the gas cost component be 
verifiable and statistically vahd. 

The Commission's July 25 Order established the scope of and methodology for 
calculating the MMCP related to transactions in the spot markets” in Cahfomia, 
including the spot markets operated by the Cal ISO and the Cal PX,” during the Refund 
Period. The July 25 Order essentially adopted the criteria of the June 19 price mitigation 
plan with the modifications recommended by the Chief Judge in his report and 
recommendation issued on July 12, 2001,’^ that are appropriate for a past, rather than a 
future period. 

As modified, this methodology for the calculation of the MMCP is based upon the 
marginal cost of the last unit dispatched to meet load in the Cal ISO's real-time market. 
Generally, the refunds are to be determined by the difference between the actual prices 
charged and a competitive market base-line, or the MMCP, calculated for each hour of 
the Refund Period. 

The first step in calculating the cost of the marginal unit is the actual heat rate for 
every hour of the last unit dispatched in the Cal ISO's real-time imbalance energy market. 
The gas costs associated with the marginal unit are based upon the daily spot gas price 
because the Commission has historically used spot prices as a replacement cost of fuel. 


continued) 

( 2002 ). 

’®This report only addresses the gas cost component of the formula, which is 
derived from the pubhshed California spot price data discussed previously. 

’'"Spot market" sales are "sales that are 24 hours or less and that are entered into 
the day of or day prior to deliveiy." 95 FERC 1 61,418 at 62,545, n. 3. 

’’The California PX ceased its core market operations on January 31, 2001, 

”San Diego Gas & Electric Co., etal., 96 FERC K 63,007 (2001). 
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Thus, the resulting calculation reflects the gas purchasing practices of sellers during the 
Refund Period. 

However, because spot gas prices vary significantly between southern and 
northern California, a simple average of gas prices in the north with gas prices in the 
south does not adequately capture the significant effect of gas prices on the cost of 
electricity during the Refund Period. Thus, the methodology provides that, if the 
marginal unit is located North of Path 15 (NP15), the daily spot gas price for PG&E 
Citygate and Malin should be averaged with the resulting gas price multiplied by the 
marginal unit's heat rate to calculate the fuel portion of the clearing price for that hour. If 
the marginal unit is located South of Path 15 (SP15), the daily spot gas price for 
Southern California Gas Large Packages should be multiplied by the marginal unit's heat 
rate to calculate the fuel portion of the clearing price for that hour. 

In order to reduce the effect of errors and other concerns that might occur in 
gathering and reporting the spot price data, the Commission determined that the daily 
spot prices are to be based on an average of the California spot market prices published 
from the following multiple sources: Gas Daily, NGI's Daily Gas Price Index and Inside 
FERC's Gas Market Report. However, because Daily Gas Price Index and Gas Market 
Report did not have a listing for Southern California Gas Large Packages during the 
Refund Period, the Gas Daily reported price is to be used for calculation of the southern 
gas price during the Refund Period. The last published gas prices should be used in 
calculating the refund price for the days that Gas Daily is not published (weekends and 
holidays). 

In addition, the Commission recognized that a single methodology for calculating 
potential refunds for the Refund Period may not be appropriate for all sellers in the Cal 
ISO's and Cal PX's spot markets in an after-the-fact refund calculation. Accordingly, 
sellers not using the methodology bear the burden of demonstrating that their costs 
exceeded the results of this recommended methodology over the entire Refund Period. 

A slightly different approach is taken for calculating the MMCP for the 
Prospective Period. In brief, the gas costs component are determined by the average of 
the mid-point of the monthly bid-week prices for Southern California Gas Large 
Packages, Malin, and PG&E Citygate. From June 19, 2001 , until July 8, 2002, the 
mitigation cap ranged between $92/MWh and $108/MWh. On July 9, 2002 the Cal ISO 
recalculated the cap to $57,14/MWh, and, on July 10, 2002, again reset it to 
$55.26/MWh. 
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Then, on My 11, 2002, the Commission issued an order establishing a price cap 
of $91.87/MWh for the duration of the Prospective Period/'' As reported in Staffs 
January 31, 2002, report to Congress on the economic impacts on Western utilities and 
ratepayers of price caps on spot market sales, based on actual sales data for the period 
June 20, 2001 through November 30, 2001, spot market prices in California averaged 
approximately $35 per MWh, well below the price cap of $91.87 per MWh, and only a 
very few transactions even come close to the price cap. Therefore, this report makes no 
recommendations with respect to the calculation of the MMCP for the Prospective 
Period. Finally, as previously noted, the Commission in a July 17, 2002 order, 
established a West-wide price cap of $250/MWh, effective as of October 1 , 2002. 

B. Staff’s Recommendations on Proposed Substitutes 
1. Summary of Recommendations 

Staff makes the following recommendations with respect to the use of published 
natural gas price data in calculating the MMCP for the Refund Period: 

The price data published in Gas Daily, NGI, and Inside FERC Gas Markets 
Report for the three California delivery points should not be used for calculating the 
MMCP for the Refund Period. While there may be other possibilities, we have focused 
our analysis on two of them. We are recommending that the MMCP should be calculated 
using producing basin spot prices plus transportation costs. Specifically, the MMCP for 
the Refund Period should be calculated using producing area prices from Gas Daily, plus 
an allowance for interstate natural gas pipeline transportation and local distribution 
company charges. For southern California, the average of the reported San Juan and 
Permian prices should be used. For northern California, the West Coast (Alberta) price 
should be used.^® We discuss this recommendation in more detail below. 


^“'Cahfomia Independent System Operator Corporation, 100 FERC 1 61,060 

(2002). 

^*As noted above, to the extent that the California delivery point spot price data 
discussed in this report are used in other rate application proceedings before the 
Commission, the Commission should evaluate the appropriateness of continuing such 
uses. 
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Because natural gas at these producing areas is actually delivered to California, 
Staff believes that this alternative is superior to the other alternative which Staff 
considered, the price at Henry Hub. While Henry Hub is the most liquid natural gas 
market in the country, Henry Hub natural gas is not actually delivered to California. 
Either alternative is, however, superior (because each is more liquid) to the price data 
currently being used for the California refund proceeding, and either alternative is 
acceptable, given that prices at Henry Hub and at the producing areas highly correlate 
with each other. In contrast, the price indices currently being used for the California 
refund proceeding do not correlate well with Henry Hub prices. 

2. Description of the Possible Substitutes 

Given Staffs recommendation that the California spot gas price should not be 
used for calculating the MMCP for the Refund Period, we explored possible substitutes. 
In so doing, we kept in mind that the MMCP is intended to represent the price that a 
competitive power market would have reached, absent the dysfunctional conditions 
found to exist in the California markets.^*’ 

However, since gas and power markets were closely linked during the Refund 
Period, it is reasonable to conclude that California spot gas prices were driven to high 
levels by the same dysfunctions that afflicted the CaJifomia power market. Therefore, to 
establish a valid proxy for the competitive power price, gas prices must be independent 
of the California power market. To meet this independence requirement, the substitute 
natural gas spot price data should be driven by general supply-demand forces. While 
there may be other possible substitutes, we examined in detail two possibilities for 
meeting this key criterion: the producing basins serving the California market and Henry 
Hub. We discuss each of them in turn. 


’’^See December 18 Order, 97 FERC at 62,171, 62,182, and 62,218; June 19 
Order, 95 FERC at 62,558; San Diego Gas & Electric Co., etal, 93 FERC H 61,121 at 
61,349-50 (2000); and 93 FERC f 61,294 at 61,999 and 62,011. 
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a. Producing Area Spot Price Data 

In Figures 6 and 7 below, spot prices from these various producing areas are 
compared to California delivery point spot prices. The map of the western production 
basins and California delivery points shows the location of the trading points discussed 
in this section. 
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Figure 6 compares the southern California spot price (Southern California Gas 

Figure 6: Southern California Spot vs. Producing Area Prices 



! — Socal Lg Pkg — San Juan — Permit 


Large Packages) to the San Juan and Permian basin spot prices. 

Figure 7 compares the northern California spot price to the Alberta producing area 
spot prices (Nova and West Coast). Both figures show that the producing area spot 
prices did not display the volatility experienced in the California delivery point spot 
markets. Without the dysfunctions afflicting the California power market, the 
competitive spot price of gas serving California markets (absent the factor of scarcity ), 


^^We have not attempted to account for the effect of scarcity on price in 
evaluating possible alternatives to California spot prices. However, as discussed below, 
we would allow the opportunity to recover actual unaffiliated gas costs, which would 
operate as a backstop to recover any costs reasonably associated with scarcity. 
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Figure 7: Northern California Spot vs. Canadian Producing Area Prices 



should have closely tracked these producing area spot prices plus an allowance for 
pipeline transportation and distribution costs. 


b. Comparison of Producing Area Spot Prices to Henry Hub 
Spot Prices 

While the producing area spot prices did not reach the extraordinarily high levels 
experienced in the California gas spot markets, the question remains as to whether they 
are free of the infirmities we have found to exist in the California delivery point spot 
price data. 

To answer this question. Staff compared the producing area spot prices reported 
by Gas Daily to the Henry Hub spot price. In Figure 8, the producing area prices 
reported by Gas Daily are compared to the Henry Hub price. This comparison 
demonstrates that the producing area prices track the Henry Hub prices fairly closely. 
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Differences between the two are logically explained. The San Juan basin prices are 

Figure 8; Producing Area Prices vs. Henry Hub 



— San Juan — P ermian — Henry Hub — Nova 

consistently a bit lower than Henry Hub reflecting the lack of multiple market outlets for 
San Juan gas. The Alberta prices are generally lower due to the higher transportation 
cost from Canadian sources to U.S. markets. The relatively close tracking of Henry Hub 
and producing area prices provides confidence in the use of either for proxy price 
determination. Staff selected Henry Hub as a benchmark because it is the most widely 
traded natural gas physical delivery point in the country and therefore is the most liquid 
market. 

As shown in Figure 9, unlike the producing basins, the prices currently being used 
for calculating the MMCP in the California refund proceeding do not closely track the 
Henry Hub price. Using Gas Daily data for Henry Hub and the California delivery point 
price data currently being used in the California refund proceeding, the correlation 
coefficient between Henry Hub and the northern California price is .393 and the 
correlation coefficient between the Henry Hub price and the Southern Cahfomia price is 
.573. As shown in Figures 6 and 7, this low correlation is primarily during the period 
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from October 2000 to July 2001. Historically, the correlation has been high, and is so 
today. The abnormally low correlation for this isolated period renders the prices at the 
California delivery points inappropriate for setting rates. 
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Figure 9: Index Prices for the Calrfornia Refund vs. Henry Hub Price 



SoCal 

NoCai 

Henry Hjb 


The correlation coefficient can range from -1 to 1 with 1 meaning perfect 
correlation; 0 meaning no correlation; and -1 meaning perfect negative correlation. For 
comparison, for the Refund Period, the correlation coefficient between the Henry Hub 
price and the San Juan Basin price is .968; the correlation coefficient between the Henry 
Hub price and the Permian Basin price is .997; the correlation coefficient between the 
Henry Hub price and the West Coast basin price is .979; and the correlation coefficient 
between the Henry Hub price and the Nova basin price is .985. 

As background, Henry Hub is owned by the Sabine Pipe Line Company and is 
located near the Gulf Coast in South Louisiana, where 14 pipelines converge near the 
supply region in Louisiana. It is one of the main entry points for Gulf production and 
can direct gas to a variety of market areas, including the Midwest, Southeast, and 
Northeast. It is the largest natural gas pooling point in the world, handling about one 
Bcf/day of physical flows. The two compressor stations that serve the hub can handle 
1.9 Bcf/day. An average of five Bcf of gas is traded daily at the hub. The physical 
configuration of the system, coupled with the fact that there is little in the way of 
constraints (congestion) in and out of the hub, creates a very Uquid market. 

There is a linkage between the NYMEX natural gas futures contracts and the 
Henry Hub physical next-day gas trading.™ NYMEX natural gas futures contracts are 


™For a discussion of the relationship between spot and futures prices, see R. 
Pindyck, The Dynamics of Commodity Spot and Futures Prices: A Primer, Energy 

(continued...) 
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for delivery of natural gas for the entire next month at the Henry Hub. Settlement takes 
place at the close of each trading day. Buyers and sellers of natural gas at the Henry Hub 
use NYMEX natural gas futures to hedge their positions, even if they do not intend to 
take dehvery of the natural gas in a specific NYMEX contract. Since, unlike electricity, 
natural gas can be stored, buyers with access to storage would be unwilling to pay 
significantly more for a NYMEX futures contract than the current next-day price. 
Likewise, sellers would be unwilling to sell gas for future delivery at a price significantly 
lower than the current next-day price. Therefore, the daily price of the next month 
NYMEX Henry Hub natural gas futures contract is highly correlated with the daily price 
for next-day physical gas for delivery at Henry Hub. 

In addition, because of the direct linkage between Henry Hub and important 
delivery points in the Northeast and Midwest, the Henry Hub physicals and NYMEX 
futures tend to be relatively deep markets that are attractive instruments for many market 
participants, as these instruments are reasonably correlated with the hedging needs of 
many individual market participants. Consequently, the relative attractiveness to many of 
the other market participants leads to concentration of trading activity (volume) and 
market depth. Of course, as in various market settings, liquidity is self-reinforcing as 


’*(... continued) 

Journal, Vol. 22, No. 3 (2001). As previously noted. Dr. Pindyck is one of the 
consultants to Staff for Docket No. PA02-2-000. In brief, this article explains that 
futures contracts have a daily settlement and corresponding transfer of funds at the end of 
each trading day. Dr. Pindyck states: 

Consider, for example, a futures contract for 1000 barrels of crude oil, for 
delivery six months from now. If the six-month futures price has increased 
by say, 40 cents per barrel during trading on Monday, the holder of the 
long position will receive $400 from the holder of the short position. If on 
Tuesday the futures price falls by 20 cents, $200 will flow in the opposite 
direction. This daily "settling up" reduces the risk that one of the parties 
will default on the contract. Payments are based on each day's settlement 
price, which is the price deemed by the futures exchange to be the market- 
clearing price at the end of the trading day. 

Id. at 15. With respect to NYMEX Henry Hub futures, the daily settlement of next- 
month futures provides price information for the Henry Hub physical market. 
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market participants have a strong incentive to trade using the deepest and most liquid 
markets. Trading activity attracts more trading activity and liquidity concentrates at the 
deepest markets. 

NYMEX's markets play an important role in determining an appropriate 
benchmark for prices. NYMEX is an organized exchange subject to regulation by the 
CFTC (which in turn is subject to Congressional oversight).’®* As a regulated organized 
exchange, and in contrast to the unregulated reporting firms discussed earher in this 
report, NYMEX is required by the CFTC, among other things, to maintain and to enforce 
internal auditing mechanism and to maintain painstakingly detailed records of trading 
activity so that a clear audit trail is possible. 

The CFTC’s key statutory responsibilities include ensuring the economic utihty of 
the futures markets as hedging and price discovery vehicles, and also ensuring fumres 
market and trade practice integrity, which in turn encourages fair competition.*® Prior to 
December 2000, the CFTC approved all futures contracts, including Henry Hub futures 
contracts, before NYMEX could list such contracts and authorize trading. The CFTC 
reviewd the terms and conditions of such fumres contracts and oversaw the registration 
of firms and individuals that either handle customer funds or give trading advice on 
fumres contracts. 

NYMEX is required to have in place approved rules for margin requirements and 
price and position limits. It also is required to conduct, with CFTC oversight, market 
surveillance and trade surveillance designed to prevent market manipulation and other 
anti-competitive activity and to discipline its members. 

Through daily market surveillance, NYMEX monitors market participants and is 
able to analyze speculative participation, including the relationship between trading 
activity on NYMEX and fundamental factors in the cash market. Each day, NYMEX 
compliance staff compiles a profile of participants, identifying members and their 


’®This discussion of NYMEX's organization and responsibilities is based in part 
on material written by NYMEX and available on its web site f www.nvmex.com) . 

*®This discussion of the CFTC's stamtory responsibilities and its jurisdiction is 
solely the opinion of Commission Staff and does not represent the legal opinions or 
analysis of the CFTC. The CFTC may have a different view of the substance and scope 
of its jurisdiction and stamtory responsibilities. 
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customers holding reportable positions. Daily market surveillance is performed to ensure 
that NYMEX prices reflect cash market price movements, that the futures market 
converges with the cash market at contract expiration, and that there are no price 
distortions and no evidence of market manipulation. Compliance staff holds meetings at 
least every week to review reports on fundamental factors affecting each traded product. 
Senior NYMEX officers attend these meetings as required. 

NYMEX comphance staff is trained to detect such inappropriate practices as wash 
trading. If a trade appears suspicious, NYMEX may initiate a formal investigation, 
which allows compliance staff access to trading records for the party under review and 
key opposite brokers. This allows trade surveillance staff to reconstract the audit trail 
and establish a chronology of the event. Trade surveillance staff employees rely on 
computer programs that provide real-time trading data and continuous on-the-floor 
monitoring. 

The Futures Trading Practices Act requires that trade information be submitted to 
NYMEX and time-stamped within one minute of a trade. NYMEX requires its traders to 
use a special trading pad which provides NYMEX with an unalterable audit trail through 
the use of individually numbered, time-stamped computer scans of trader records. The 
information required to be submitted includes quantity, deUvery month, price, the 
broker's badge symbol, and the badge symbol of the broker taking the opposite side of 
the trade. Members are penalized for failure to meet the one-minute submission 
requirement, since timely submissions are critical for ensuring the accuracy of the audit 
trail. 


NYMEX also requires that floor brokers document each step in the trade 
execution process, thereby creating a detailed record of each trade which is sequentially 
recorded. As NYMEX itself explains, "Brokers recognize that a reliable audit trail 
protects them and their customers; the system guarantees that errors are quickly 
discovered and rectified."*' Each trade executed on NYMEX is subject to computer 
analysis by NYMEX trade surveillance staff, which independently measure each broker's 
trading record submissions to determine their timeliness and accuracy. The analysis 
program isolates a broker's trades by type and against those of other traders. 


*'NYMEX, Standards and Safeguards (December 1995), at page 22. 
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Thus, the Henry Hub spot price index reflects a deep and liquid market used for 
both physical trading and financial futures trading on NYMEX, with the latter market 
being extensively policed by NYMEX itself and the CFTC. 

As noted above, Figure 8 demonstrates that producing area spot prices closely 
track Henry Hub spot prices. Differences between the two are logically explained. The 
San Juan basin spot prices are consistently a bit lower than Henry Hub spot prices, 
reflecting the lack of multiple market outlets for San Juan gas. The Alberta (Nova) spot 
prices are generally lower due to the higher transportation cost from Canadian sources to 
U.S. markets. The relatively close tracking of the Henry Hub and producing area spot 
price data provides confidence in the use of the latter for proxy price determination. In 
contrast, the prices currently being used for the California refund proceeding do not 
correlate well with Henry Hub prices. 

Staff considered, but ultimately rejected, recommending the use of Henry Hub 
spot price data as a substitute for CaUfomia delivery point spot prices because natural gas 
from Henry Hub is not actually delivered to California. In contrast, natural gas from the 
producing areas is actually delivered to California. Thus, the use of the producing area 
spot price data seems preferable. Nonetheless, Staff regards either alternative as superior 
to the California delivery point price data. 

c. Summary of Reasons Why Staff Recommends Producing 
Area Spot Price Data 

Staff recommends that the producing area spot price data be used for refund 
determination purposes for several reasons. First, as shown in Figures 6 and 7, the 
producing basin price levels were substantially independent of the volatility afflicting the 
California spot gas and power markets. Second, the producing area prices correlate 
closely with the Henry Hub price (unlike the prices currently being used). Since Henry 
Hub has such a high physici trading volume involving a large number of entities, Staff 
considers the Henry Hub price an accurate reflection of supply and demand and a 
appropriate benchmark. The close correlation with Henry Hub prices provides assurance 
that the producing area spot prices also reflect general supply and demand forces. Third, 
since the producing area prices closely track Henry Hub prices, they appear to reflect the 
liquidity of Henry Hub. Fourth, the existence of a robust financial futures market based 
on delivery at Henry Hub, which is subject to formal auditing, surveillance, and other 
NYMEX and CFTC regulatory rules designed to detect inaccuracies and prevent market 
manipulation, provides another source of confidence in Henry Hub prices and in indices 
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that correlate closely with those prices. Fifth, natural gas from the producing areas is 
actually delivered to California. We believe, therefore, that the producing area prices are 
the most appropriate source of the natural gas component for purposes of the calculating 
the MMCP for the Refund Period. 

C. How the Substitute Natural Gas Index Would Work 

Under Staffs recommendation, the MMCP would be computed based on the 
producing area spot price data from Gas Daily plus an allowance for interstate natural 
gas pipeline transportation and local distribution company charges. For southern 
California, the alternate index would be based on the average of the reported San Juan 
and Permian prices. For northern California, the West Coast (Alberta) index would be 
used. 


Figure 10 illustrates how Staffs proposal would impact the MMCP for southern 
California. Take, for example, the market clearing price for December 12, 2000. The 
chart below compares the elements of the computed market clearing price for southern 
California power sales under the July 25, 2001 order and Staffs recommended proposal. 
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Under the original methodology using California deUveiy point spot prices, the 
gas cost component of the MMCP would be based a spot market gas price of 
$32.75/MMBtu (Southern Cahfomia Gas Large Packages) when the marginal unit that 
cleared the market was in southern California. Assuming a marginal heat rate of 15,000 
MBtu/MWh, the July 25 methodology produces a price of $497/MWh (including a 


Figure 1 0:Market Clearing Prices - California Spot vs. Henry Hub Index 
December 12, 2000 



i □ Gas Cost nO&M □ Potential Fuel Uplift I 


$6/MWh O&M allowance).*^ 


*^The July 25 methodology also requires six ten-minute calculations to determine 
the hourly clearing price. Staff recommends that this methodology be retained. As 
explained earlier, the California Spot Index price shown in Figure 10 is the Southern 

(continued...) 
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For comparison, the gas cost component of the MMCP under Staffs proposed 
substitute (for this example) would be computed based on the average southwest basin 
price reported in Gas Daily of $8.84/MMBtu plus $0.977/MMBtu for total transportation 
costs, producing a revised MMCP of $153 per MWh. In either case there is an additional 
uplift for emission-related costs. Staff does not recommend changing the emissions 
uplift. 


Finally, Staff recommends that the heat-rate component of the actual unit 
dispatched that cleared the market in the refund methodology in the July 25 Order remain 
in place. In the July 25 Order, the Commission found that it was not reasonable to use 
the heat rate from the marginal generator that should have cleared the market in a 
simulation of how the market would have been dispatched had there been a must-offer 
requirement in place (thus eliminating the effect of any physical withholding by 
generators). The Commission stated: 

We did not institute the must offer requirement or the marginal bidding 
requirement until May 28, 2001, and it is unreasonable to re-create the markets to 
apply such requirements for the period October 2, 2000 through June 20, 2001, 
Generators actually dispatched in the markets during these periods have specific 
marginal costs that are reasonably recovered under our methodology. The end 
result of using an assumed economic dispatch (prices lower than the actual 
marginal costs of the last generator dispatched) unfairly punishes the very 
generators that helped keep the lights on in Califomia.[“] 

In addition, Staff notes that using the producing area natural gas prices rather than 
the California delivery point prices in the refund calculation has a larger financial impact 
than using the heat rate of the unit that should have cleared the market under a simulation 
rather than using the value from the actual marginal unit that cleared the market. If, for 
example, the must-offer simulation resulted in the marginal heat rate falling from 15,000 
Btu/kWh to 12,000 Btu/kWh, with a gas cost of $30/MMBtu, the gas component of the 
MMCP would fall $90/MWh (from $450/Mwh to $360/MWh). However, using the 
actual marginal heat rate of 15,000 Btu/kWh, if, for example, the gas input price changed 


*^(... continued) 

Cahfomia Gas Large Packages price published in Gas Daily. 
*^July 25 Order, 96 FERC f 61,120 at 61,517. 
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from $30/MMBtu to $10/MMBtu, the MMCP would fall $300 (from $450/MWh to 
$150/MWh). 

Generally, Staffs proposed substitute for the gas component of the MMCP would 
always consist of the reported basin price, a producing area to market transportation 
component,*^ plus an allowance for fuel.*® The revised MMCP would set the new 
hourly clearing price. In addition, as discussed in the following section, Staffs proposal 
would allow for the recovery of additional actual fuel costs without affecting the clearing 
price. The revised MMCP would set the new hourly clearing price. In addition, as 
discussed in the following section, Staffs proposal would allow for an individual seller 
to recover additional actual fuel costs without affecting the market-clearing price. 

D. Proposal to Recover Actual Unaffiliated Gas Costs 

In the December 19 Order, as clarified in the May 15 Order, the Commission 
provided an opportunity for sellers, after the conclusion of the refund proceeding, to 
submit evidence as to whether the refund methodology results in a an overall revenue 
shortfall for spot power transactions during the entire Refund Period.*® For the 
Commission to consider any adjustments, a seller must demonstrate that the rates were 
inadequate based on consideration of all costs and revenues, not just for certain 
transactions. 

Some sellers may have incurred actual fuel costs higher than the producing area 
spot price plus transportation (i.e., higher than the $9.82 in the above example). Staff 


*^Estimated Southwest transportation costs: $0.651/MMBtu ($0.397/MMBtu for 
transportation from Permian to California (El Paso - Waha to Topock) plus 
$0.254/MMBm for LDC transportation from Topock to the burner tip). Estimated 
Canadian supply transportation costs: $0.9224/MMBtu ($0.1820/Mmbtu within Canada 
plus $0.2722/MMBtu to California border on PGT-NW, plus $0.4682 on PG&E to the 
burner-tip). 

*®FueI from Permian estimated at 3.74 percent. Fuel for Canadian supplies 
estimated at 4.43 percent. Total gas cost allowance including fuel from Permian: 
$0.984/MMBtu. ($0.65 1 plus 3.74 percent of $8.84 basin price for July 25, 2001), from 
Canada $ 1.314. 

*®December 19 Order, 97 FERC at 62,254; May 15 Order, 99 FERC at 61,652. 
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recoinmends that the demonstration of a shortfall for all spot power transactions over the 
entire period be modified in several respects. First, generators should be required to use 
the average cost of their entire gas portfolio. Second, since generators may have 
purchased their gas supply from their gas marketing affiliate. Staff recommends that the 
true cost of gas to the generator should be based on purchases from non-affiliated entities 
only. Purchase prices from the generator's gas marketing affiliate are not the result of 
arms-length negotiations and reflect intra-corporate accounting rather than the true cost 
of gas. Where this is no unaffUiated entity in the transaction chain. Staffs gas index 
should be used. Third, the refund methodology should maintain a critical element of the 
single clearing price auction theory. By setting the clearing price using the least efficient 
unit, all more efficient units dispatched receive some contribution to their fixed costs. 
Therefore, Staff recommends that generators be allowed to retain this efficiency reward 
(that is, the revenues associated with the difference between the generator's heat rate and 
the heat rate of the generating unit that cleared the market.) The shaded area of FigurelO 
represents the potential range of the refund offset. The refund offset for a particular 
generator would depend on the cost of its unaffiliated gas purchases and its individual 
unit heat rates.*^ 

Staff acknowledges that such events as the pipeline rupture near Carlsbad, New 
Mexico, in August 2000 may have resulted in scarcity of natural gas, and that Staff has 
not attempted to quantify the effects of scarcity on price. This opportunity to recover gas 
costs based on prices paid to non-affiliates, as modified by the recommendations 
discussed herein, will operate as a backstop to allow parties to recover any costs 
reasonably associated with scarcity, which is not otherwise accounted for in the 
calculation of the MMCP. 

Staffs proposed substitute is a regulatory solution to a market failure. Staff 
recognizes that the basis differential between trading points (in this case, between the 
western production basins and the California delivery points) represents differences in 
fundamental supply and demand conditions between points, particularly the scarcity of 


*^For example, if a generator with a heat rate of 10,000 Btu/kWh has an average 
gas cost of $30/MMBtu for purchases from non-affiliates and Staffs Henry Hub index is 
$10/MMBtu, the generator would be entitled to apply for a refund offset of $200/MWh 
for the entire Refund Period. 

**During the winter period of 2000, when natural gas prices spiked, capacity was 
partially restored (average daily deliveries were reduced by approximately 10 percent). 
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natural gas due to limited gas transportation to California, and is an important signal for 
both buyers and sellers. Under normal circumstances, that basis differential should be 
preserved so that the MMCP is the true marginal cost of the last plant producing 
electricity in California. However, during the period in question, circumstances were not 
normal. California's electricity market was in crisis and the combination of the inelastic 
demand for electricity and the fact that natural gas was the fuel used by the marginal 
electricity generators was transmitting the problems in the electricity market back to the 
gas market. That is, electricity generators in California would be willing to pay almost 
any price for natural gas because they would be able to pass any gas costs through the 
wholesale electricity market. Given these conditions and the problems with the 
published California natural gas price indices described above. Staff finds that the 
proposed substitute, along with the opportunity to recover verifiable gas costs that reflect 
the scarcity premium, as specified above, is the best way for the Conunission to establish 
just and reasonable rates for the refund period. 
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VI. THE ENRON TRADING STRATEGIES 

A. Introduction and Initial Reconunendations 

On Monday, May 6, 2002, Enron's Washington, DC counsel provided the 
Commission with three internal memoranda, two of which date from December 2000, 
that describe certain trading strategies employed by Enron's traders in the West. Enron's 
counsel informed Staff that Enron's Board of Directors had voted to disclose the 
documents and to waive all claims of privilege. The Commission made these documents 
publicly available on the web site for Docket No. PA02-2-000 within hours of receiving 
them. 


In order to better understand the trading strategies discussed in the memoranda, 
which include, among other things, Enron receiving congestion payments without 
actually relieving any congestion, we issued that same day a follow-up data request to 
Enron. Among other things, we requested the production of any comparable memoranda 
that discuss trading strategies for namral gas products (since the memoranda only discuss 
electricity trading strategies). Finally, the data request asked Enron to provide us with all 
correspondence related to the subject matter of the memoranda. 

The Enron memoranda allege that traders from other companies were also 
employing several of the trading strategies discussed in the memoranda. In order to 
pursue this issue, we issued, on May 7, 2002, a notice to all sellers of wholesale 
electricity and/or ancillary services in the West, informing them that we would soon be 
sending them a data request seeking information about their use of the trading strategies 
discussed in the Enron memoranda, and directing them to preserve aU documents related 
to such trading strategies. 

On May 8, 2002, we issued a data request to over 130 sellers of wholesale 
electricity and/or ancillary services in the West during 2000-2001 , with a due date of 
May 22, 2002. This data request contained a series of requests for admissions, in which 
an officer of each company was required to admit or to deny, under oath, whether his or 
her company had engaged in specific activities described in the request. The specific 
activities were based on the trading strategies discussed in the Enron memoranda; in 
addition, there was a "catch-all" request for admission, asking the corporate officer to 
admit or deny under oath whether the company had engaged in any other trading 
strategies. The data request also sought production of all internal documents that relate 
to trading strategies that the company may have engaged in during the relevant time 
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period, including correspondence between companies, reports, and opinion letters. We 
also requested information specifically with respect to any megawatt laundering 
transactions between any of these sellers and Enron. 

This data request required that a senior officer of the company state, in an 
affidavit and under oath, that he or she conducted a thorough investigation of the 
company's trading activities in the West during 2000 and 2001 and that the information 
being provided in response to the data request is complete and accurate to the best of that 
person's knowledge and belief. 

While Staff received over 835 MB of electronic data and numerous boxes of 
printed material in response to this data request, we did not obtain full compliance. 
Therefore, on June 4, 2002, the Commission issued the Show Cause Order, directing four 
companies - Avista, El Paso Electric, Portland, and Williams Energy Marketing & 
Trading Company (Williams) - to show cause why their market-based rate authority 
should not be revoked. The basis of the Show Cause Order was the companies' failure to 
provide Staff with complete and accurate responses to the May 8 data request.®** As 
discussed in Chapter III of this report, Staff has recommended separate company-specific 
proceedings for some of these entities. 

While the exact economic impact of the trading strategies is difficult to deterrmne 
precisely, Staff concludes that these now infamous trading strategies have adversely 
affected the confidence of markets far beyond their dollar impact on spot prices. Even 
those trading strategies which are not anti-competitive have been viewed by customers as 
clever exploitations of overly complex rules by companies that callously do not account 
for the impact of their decisions on prices and have lost sight of the fact that they are 
public utilities. There were no shortages of market participants from all sectors of the 
industry, including non-public utility entities such as municipals and governmental 
agencies in California as well as jurisdictional public utilities (including power 


*®The data responses are among the material, public and non-public, that the 
Commission has provided to Congressional staff in response to requests for document 
productions. 

^'’As previously noted. Staff has concluded that El Paso Electric and Williams 
have compiled with the Show Cause Order, and issued letters so stating, which are 
posted on the Commission's web page for Docket No. PA02-2-000. 
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marketers), who may have engaged in these trading strategies and in trading strategies of 
their own, which may have reduced the effects of Enron's trading strategies. 

Staffs review of the evidence indicates that Enron, as a corporate entity, displayed 
great eagerness to experiment with all aspects of market rules and protocols in an effort 
to "game the system" or to simply provide false information. Enron's corporate culture, 
which permeated all of its affiliated companies, including those affiliates such as 
Portland which are not currently in bankruptcy, fostered a callous disregard for the 
American energy customer and demonstrates the need for more explicit prohibitions as 
well as aggressive market monitoring and enforcement. 

In a market environment, one expects that traders, working within Commission- 
approved market rules, will utilize various strategies in an effort to maxiimze profits. 

But a fundamental aspect of some of the Enron trading strategies is the deliberate use of 
false information. A market cannot operate properly without accurate information. 
Implicit in Commission orders granting market-based rates is a presumption that the 
power marketer's behavior will not involve fraud or deception. 

However, in light of the wide-spread nature of the Enron trading strategies. Staff 
recommends that the Commission require that all market-based rate tariffs include a 
specific prohibition against the deliberate submission of false information, or the 
omission of material information, whether to the Commission or to an entity such as an 
independent system operator, regional transmission organization, public utility, or market 
monitor. This tariff requirement should be worded broadly to cover any and all matters 
relevant to wholesale markets, including maintenance and outage data, bid data, price 
and transaction information, and load and resource data. By including these specific 
prohibitions, any revenues generated from transactions associated with such activities 
would be subject to refund under the FPA. This refund provision would be an effective 
means by which the Commission can better ensure that the conduct of public utilities in 
consistent with the public interest: Staff also recommends that all market-based rate 
tariffs include standard provisions so that the Commission can go beyond simply 
refunding profits and impose penalties on violators. Finally, Staff is aware that Congress 
is considering expanding the Commission's currently very limited civil penalty authority, 
and we strongly endorse expanded civil penalty authority that applies to jurisdictional 
companies that violate the Commission's orders and regulations, as a means to deter the 
types of conduct we have encountered in this investigation. 

1. Overview of the Cal PX and Cal ISO Operations 
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The Enron trading strategies and Enron's use of them to "game the system" are 
best understood in the specific context of Western energy markets. Thus, we provide a 
brief overview of the Cal PX's and Cal ISO's operations and trading rules. 

The Cal ISO operates much of the transmission grid in California and is 
responsible for aU real-time operations, such as continually balancing generation and 
load and managing congestion on the transmission system it controls. In Cahfomia, a 
certified Scheduling Coordinator is the intermediary between the Cal ISO and the 
ultimate customer. Under California's restmcmring legislation, the Cal PX was created 
primarily to operate two markets where energy was traded on an hourly basis. These 
were the day-ahead and day-of markets. These markets established a single clearing 
price for each hour across the entire Cal ISO control area, provided there were no 
transmission constraints. Where transmission congestion existed, a separate clearing 
price was established for each transmission constrained area or zone in California. Each 
individual zonal clearing price was based on adjustment bids submitted by buyers and 
sellers. The adjustment bids represented the value to an entity of increasing, or 
decreasing (i.e., adjusting) its use of the system. In essence, this is a redispatch of the 
system to deal with congestion. 

California's restructuring plan required the three California public utilities 
(Edison, San Diego, and PG&E) to sell all of their generation resources into the Cal PX 
and to buy all of their energy needs from the Cal PX. This made the Cal PX by far the 
largest Scheduling Coordinator in California, representing, at times, close to ninety 
percent of the load served by the Cal ISO grid. This requirement that the three public 
utilities exclusively use the Cal PX was critical in the restructuring program, since this 
was how the three public utilities were to calculate savings from using the new market 
structure and apply those savings to recover their stranded costs. 

All Scheduling Coordinators (including, before it ceased operations in January 
2001, the Cal PX) are required to submit a balanced schedule of load and generation to 
the Cal ISO for the following day. The Cal ISO then performs a security analysis to 
determine if the generation selected can serve customer demand without causing 
congestion on the transmission system. Although the rules were constantly being 
modified during 2000-2001, the basic steps of the day-ahead auction process were as 
follows: 

7:00 a.m. The Cal PX conducts 24 hourly energy auctions for the following 
day. 
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9:00 a.m. The unconstrained market-clearing prices (r.e., a single price for all 
of California) become publicly available. 

10:00 a.m. The Cal PX (like aU Scheduling Coordinators) submits to the Cal 

ISO the estimated load for the next day and the generating resources 
that will produce the energy necessary to serve that load. 

1 1 :00 a.m. The Cal ISO either determines that the initial schedule is feasible 

(no congestion) using the available transmission facilities or requires 
that the schedule be modified by redispatch using adjustment bids.. 

12:00 p.m. Modified schedules are submitted. At this time, the Cal ISO can 

automatically modify schedules to relieve any remaining congestion. 

1:00 p.m. The Cal ISO calculates the day-ahead charge for congestion on any 
congested paths. 

3 :00 p.m. The Cal PX publishes zonal price information when there is 

transmission congestion in the day-ahead market. The zonal price 
differences are equal to the Cal ISO's hour-ahead congestion charges 
along the relevant paths. 

The Cal ISO operates a variety of markets in order to procure the resources 
necessary to reliably operate the transmission system, including a day-ahead market and 
an hour-ahead market for relieving transmission congestion and an energy market to 
balance the system in real time. The Cal ISO's real-time market is the final energy market 
to clear chronologically, after all other markets in the region. Bilateral spot markets at 
trading hubs outside California generally operated in the time period between the close of 
the Cal PX market and the Cal ISO real-time market. 

The interaction of the Cal PX and Cal ISO spot markets, together with the 
different market operations outside of California, is crucial to understanding, and 
analyzing the impact of, the various Enron trading strategies. The complexity of the 
CaUfomia market rules, together with the existence of different rules for markets outside 
CaUfomia, created an environment where Enron, and other entities, could readily create, 
utilize, and implement the various Enron trading strategies. 
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Staff concludes that the California experience highlights the need for standardized 
market rules throughout broad geographic regions. This fundamental market reform, 
combined with the ability of independent entities to administer and to monitor such 
larger markets, would eliminate much of the opportunity for an entity to create new 
means by which to "game the system." 

2. Market Fundamentals and Critical Events in the West During 
the Summer of 2000 

Not only is it necessary to understand California market operations as they existed 
during calendar year 2000, but it is also important to understand market fundamentals 
and critical events in the West, and particularly California, during the summer of 2000. 

In the following list, Staff highlights some of these market fundamentals: 

• By the summer of 2000, California had experienced economic growth that, 
together with unseasonably hot weather, created record high summer loads. 

During 2000, California was six percent hotter than the 30-year average. 

• Generation and transmission expansion in California did not keep pace with such 
growth. 

• Existing gas- and oil-fired generation in California experienced a high rate of 
forced outages due, in part, to increasing age and plant operation. 

• Natural gas prices had doubled since the summer of 1 999 and the cost of 
environmental credits for nitrogen oxide ("NOx") in the Los Angeles Basin rose 
to very high levels. 


**Much of the information in this section was taken from two reports about events 
in the West, and particularly in Cahfomia during the summer of 2000. The first report is 
dated August 10, 2000, and was prepared by the Cal ISO. It is entitled Report on 
California Energy Market Issues and Performance: May - June 2000, and provides an 
overview of critical market events. The second report is dated November 1, 2000, and 
was prepared by the Cal PX. It is entitled Price Movements in California Power 
Exchange Markets Analysis of Price activity: May - September 2000. 
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• Net scheduled imports into California dropped due to low availability of 
hydroelectric resources from the Pacific Northwest, hot weather throughout the 
West, and an increase in generation exports out of Cahfomia. 

In the following list, Staff provides a chronology of critical market events in 

California during the summer of 2000: 

• On May 22, 2000, prices in the Cal ISO's real-time market hit the $750/MWh 
purchase price cap for the first time as loads peaked at 39,532 MW. 

• On May 22, 2000, the Cal ISO purchased over 9,100 MWh of energy out-of- 
market at an average price of $723/MWh. These purchases were from suppliers 
outside of the Cal ISO's control area and were necessary so that the Cal ISO could 
procure sufficient supply to meet the anticipated system peak load. 

• Approximately 20-25 percent of total system energy needs were served by the Cal 
ISO's real-time energy market. This was caused by under-scheduling load in the 
Cal PX day-ahead market. 

• During May 2000, average daily peak loads were 15 percent above the 1999 levels 
and peak loads grew by six percent. 

• The three California public utilities were highly exposed to the volatility of the 
Cal PX spot market due to California Commission’s policies and regulations 
which limited PG&E's and Edison's forward contracts. The presumption of 
prudence for purchases in the Cal PX spot market discouraged PGi&E and Edison 
from using their full forward-contract allowances. For example, PG&E hedged 
between 1,100 and 1,800 MW in forward contracts out of the 3,000 MW allowed . 
by the California Commission. Edison hedged approximately 1,700 MW of its 
2,200 MW limit in June 2000, and between 3,000 to 3,500 MW of its 5,200 MW 
limit for July 2000 and August 2000. 

• At least 34 percent of costs incurred by PG&E and Edison were paid, in effect, to 
themselves as a result of the requirement to seU and repurchase their own 
generation resources through the Cal PX. 

• During high-load conditions in June 2000, scheduled net imports (imports less 
exports) into California were, on average, approximately 3,000 MW less than in 
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1999. The dispatch of imports in the real-time market partially offset this 
reduction in net scheduled imports. 

B. The Enron Trading Strategies and Their Impact on Prices 

As stated earlier, quantifying the exact economic impact of the trading strategies is 
difficult because we have not identified a way to definitively associate particular 
transactions with particular strategies. However, Figure 1 1 places the impact of these 
strategies in context relative to Enron's total profits from the Western electricity trading 
for 2000-2001. According to raw data taken from Enron's databases, Enron experienced 
cumulative profits from electricity trades in the West in the neighborhood of $1.8 billion 
for 2000-2001 as shown by the intersection of the blue line at the right vertical axis. In 
addition, the daily profits and losses swing as much as $60 million and are often in the 
$5-$10 million range. While these data are unaudited, they indicate that it is highly 
unlikely that the impact of the Eiuon trading strategies on spot prices alone accounted for 
a substantial portion of Enron's total revenues from long-and short-term trades. For 
example, the total annual congestion revenues which Enron earned were about $60 
million. Even if we assume that the annual congestion revenues were produced by some 
form of price manipulation, they equal only about three percent of the corporate revenues 
for these two years. 
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We initially focused on "load shift" because, by Enron's own admission, this was 
an explicit attempt to manipulate prices. 

The next set of trading strategies discussed include marketing power and energy 
within the rules in an effort to sell the product where it is needed the most. These 
strategies include various forms of exports and imports. 


Figure 11 : Daily and Cumulative P&L for the Western Electricity Trading Desk 



The last set of trading strategies involve deceitful tactics such as providing false 
information or imaginary transactions. 

1. Price Manipulation - Load Shift 

As described in the May 8, 2002, data request, the trading strategy known as "load 
shift" involves a company submitting an artificial load schedule in order to receive inter- 
zonal congestion payments. This Enron trading strategy is particularly complicated and 
its success was dependent, in part, on the independent bidding behavior of other entities. 


- 93 - 



99 


20020813-0468 Received by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


By Enron's own admission, its use of this trading strategy was not very successful 
in that Enron was not able to move the price paid for congestion management because 
the bidding strategy of other entities had a counter-balancing effort. In any event, Enron 
may have received approximately more congestion revenues due to this trading strategy. 
Nevertheless, whether successful or not, "load shift" involves deliberately creating 
congestion on a transmission line to increase the value of Enron's transmission rights, 
and is clearly an attempt to manipulate prices. 

As described in the Enron memoranda, this trading strategy involves creating the 
appearance of congestion by deliberately over-scheduling in one zone (e.g., the southern 
zone) and under-scheduling by a corresponding amount in another zone (e.g., the 
northern zone). For example, assume Enron's true load and resources were balanced by 
zone. Enron schedules an additional 100 MW of load in the southern zone and under- 
schedules by the same 100 MW in the northern zone. This inaccurate schedule requires 
100 MW of additional north-to-south transmission relative to Enron's tme loads and 
resources. By "shifting" load in this manner, Enron created congestion and potentially 
raised congestion prices. This benefitted Enron because it owned Firm Transmission 
Rights (FTRs) on the paths that it attempted to congest. 

In late 1999, the Cal ISO held its first auction for FTRs covering the period 
February 1 , 2000, to March 3 1 , 200 1 . The FTRs equate to either physical or financial 
transmission rights along specific paths. By exercising its physical rights, the holder of 
an FTR has a priority to schedule use of the transmission path and thereby avoid 
congestion payments. To the extent that it does not exercise its physical rights, the 
holder of an FTR is entitled to share in the congestion revenues collected by the Cal ISO 
through the congestion markets. 

In the Cal ISO's first annual FTR auction, Emon purchased 1,000 MW (62 
percent) of the 1,621 MW in rights to north-to-south transmission on Path 26. The 
purchase of these FTRs cost Enron a total of $3.6 million. Path 26 is one of the two 
main transmission interfaces linking northern and southern Cahfomia.®^ Enron's FTRs 


*^It is useful to think of the California system as an "hour glass" figure with the 
two transmission paths connecting the northern and southern zones. During the winter, 
these paths constrain lower-cost generation in the south from reaching load in the north. 
Conversely, during the summer, these paths constrain lower-cost generation in the north 

(continued...) 
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entitled it to collect a significant portion of all congestion revenues on Path 26 that were 
due to north-to-south congestion, the typical direction of congestion during periods of 
peak demand in the summer. This gave Enron an incentive to try to create - through a 
"load shift" - north-to-south congestion over this transmission line. Enron sought to 
accomplish this through a "load shift." If Enron could shift load and thereby increase the 
congestion price, it would be paid the higher price for all 1000 MW of the FTRs 

The vast majority of Enron's congestion revenues were from Path 26 during July 
and August 2000, and totaled approximately $33 million for those two months for that 
path alone. This amount represented a considerable profit above the $3.6 million that 
Enron paid for the Path 26 FTRs, even though, as explained below, it was not able to 
manipulate the prices of congestion payments. 

Enron was generally not able to move the cost of congestion. This was due to the 
fact that two large market participants, Edison and PG&E, often set the price for 
congestion relief over a large band of load used for congestion relief. Figure 12 shows 
an aggregate congestion alleviation supply curve (the "inc/dec bid stack") for a typical 
hour in July 2000 in the day-ahead market. The market cleared on the large flat segment 
in the middle of the supply curve ranging from approximately 1,500-4,000 MW. This 
segment of the supply curve is formed by the combination of PG&E's bid to increase its 
load in the northern zone of $160/MWh and Edison's bid to decrease its load in the 
southern zone of $500/MWh. This results in a $330/MWh cost to redispatch the system 
in order to relieve the congestion and is the basis for congestion charges and payments. 
The market typically cleared in the large flat area in the middle of the supply curve. 

As Figure 12 shows, Edison's and PG&E's large sizes made it difficult for Enron 
to increase the congestion prices above the $330/MWh level. Enron was able to profit by 
receiving congestion payments for its FTRs and may have increased its profits by 
artificially increasing congestion. However, it usually could not increase the congestion 
charge using this trading strategy. Nonetheless, the fake schedules that Enron submitted 
added unneeded confusion to the already complex congestion management program that 
the Cal ISO administered. In this manner, Enron harmed the market. 


*^(... continued) 

from reaching load in the south. 
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Figure 12: Congestion Price Curve ( Prices vs. MWs of Congestion) 

Staffs interpretations are corroborated by an December 1, 2000, report submitted 
to the Commission by the Cal ISO entitled. The Firm Transmission Rights Market: 
Review of the First Nine Months of Operation, February 1, 2000 - October 31, 2000 
(FTR Market Report).’^ The FTR Market Report was submitted as part of the Cal ISO's 
comprehensive congestion management redesign. 

In the FTR Market Report, the Cal ISO states that it actively monitors the FTR 
market by tracking and analyzing the concentration of ownership and the scheduling 
behavior of entities with high concentrations. Enron’s increased congestion revenues and 
its ownership of 62 percent of the FTRs on Path 26 led the Cal ISO to closely scrutinize 


^^This report was submitted pursuant to orders issued by the Commission on May 
3, 1999 (87 FERC 5 61,582) and August 2, 1999 (88 FERC 1 61,524). 
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Enron's scheduling behavior. The FTR Market Report noted that PG&E's under- 
scheduling of load in the Cal PX day-ahead market can cause or exacerbate north-to- 
south congestion on Path 26. The Report concludes: 

It is important to note that the [Cal ISO's] examination of bidding behavior 
has revealed that the primary FTR owners on Path 26 were not the entities 
causing these congestion and load scheduling patterns. Rather, these 
patterns are the result of behavior by other load serving entities. Thus the 
major FTR holders were the beneficiaries of usage charge revenues 
resulting from the cost minimizing bidding strategy of load serving entities 
in northern California. [®‘’] 

While Enron's "load shift” trading strategy by and large did not move the price 
paid to relieve congestion, Enron nevertheless attempted to raise the price of congestion 
by artificially scheduling load in the hopes that it could collect higher revenues. This 
trading strategy was defeated not by market rules or oversight, but rather by the actions 
of other companies that were under-scheduling load. Both of these behaviors would be 
prohibited by Staffs recommendation to prohibit submission of false information. 
Market rules should also be designed to economically discourage infeasible schedules. 

2. Price Maximization - Exports 

The following two trading strategies involve using exports and imports in some 
fashion to sell power where or when it is most valued, 

a. Export of California Power 

The trading strategy known as "export of California Power" involved buying 
energy at the Cal PX to export outside of California in order to take advantage of the 
price spread between the California market (which was capped) and the uncapped 
markets outside of California. 

Fewer than a dozen entities either admitted to engaging in exports of California 
power or gave answers other than a denial. One hundred and twenty-five entities denied 
engaging in this trading strategy. However, given the increase in total exports from 


’‘*FTR Market Report at 35. 
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California, as discussed below, and the narrative explanations provided in response to 
Staffs data requests. Staff concludes that this trading strategy was not properly or fuUy 
disclosed. 

For example, the Commission's June 4, 2002, Show Cause Order in this 
proceeding requested that Portland provide a further explanation of its purchases from 
CaUfomia and its resales of that energy outside of California. While admitting that such 
transactions did occur, Portland declined to identify the transactions, instead referring the 
Commission to a mass of previously-submitted data without further explanation. In its 
response to the Show Cause Order, Portland provided all transaction data during the 
period and stated: 

Given Portland's portfolio management of its resources, Portland knows of 
no valid methodology to match the California ISO and PX purchases with 
any particular resale outside of California .... This information should 
allow the Commission to evaluate the impact of the purchases of power 
that Portland made from the ISO and PX during Price Cap Hours,[^®] 

Portland's assertion that there is no "valid methodology" for linking purchases 
with resales is specious. On January 31, 2002, Staff submitted a report to Congress on 
the economic impact on Western utilities and ratepayers associated with price caps on 
daily spot market power sales. These daily spot market transactions involved the resale 
of energy purchased under long-term forward power contracts when such energy became 
surplus to system needs. In preparing this earlier report. Staff requested that Western 
utilities, including Portland, provide actual cost and transaction data for both the original 
cost of the long-term purchases and the revenues generated by reselling the surplus 
energy for each transaction. Portland supplied that information to Staff. Now, Portland 
does not explain why it cannot identify exports from California. Even with a portfolio of 
resources, whenever Portland purchases more power in California than its load in 
California, it is engaged in an export of California power. Even if Portland had load in 
California, it is a simple calculation to determine what is an export. 

In narrative responses to the May 8 data request, various market participants argue 
that some of the Emon trading strategies, such as exports of Cahfomia power, are 
examples of economically rational behavior, or legitimate arbitrage. They note th^t the 


^^Response of Portland, dated June 14, 2002, at 1-2. 
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Cal PX, Cal ISO, and the Commission have never implemented market rules prohibiting 
the export of energy from California to locations outside the state. Respondents maintain 
that exporting power outside of CaUfomia in order to reach other market opportunities, 
or to take advantage of a price spread, is good business practice. They argue that, from 
an individual entity's perspective, an export may have provided an optimal business 
opportunity. 

For example, some respondents state that California generators may have wanted 
to make a long-term sale to avoid being entirely exposed to the California spot markets. 
Staff notes that, under California's restracturing plan, the three California public utilities 
were required to buy their energy in the spot market. This created an incentive for 
entities with in-state generation who desired to enter into forward sales to seek markets 
outside of California. Also, they simply may have exported sport sales to avoid the price 
cap in California. 

While it may be true that any individual company may have acted in an 
economically rational manner by exporting its power to a market with higher prices, 
collectively the large amount of exports contributed to the scarcity in California during 
2000 - 2001 . 

Historically, California has relied heavily on generation imports to meet its peak 
summer needs. However, the summer of 2000 did not foUow this pattern. In fact, when 
compared to earlier periods, the total amount of power exported out of California during 
that summer was significantly larger than expected. This anomaly has been the subject 
of prior reports and studies. For example, a report by the General Accounting Office 
(GAO) on California restructuring indicated that monthly exports from May through 
October 2000 were between 40 and 230 percent higher than the same months in 1998 
and 1999. Overall, exports were approximately 200 percent higher firom May through 
October 2000 than in the same period in either 1998 or 1999.** 

Table 1 compares import and export data irom June through September 2000 with 
import and export data from the same months in 1999. Total imports are lower in 2000, 


**U.S. General Accounting Office, Restructured Electricity Markets: California 
Market Design Enabled Exercise of Market Power, Report No. GAO-02-828 (released 
July 2002), at page 32 (GAO California restructuring report). 
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while total exports are higher. As a result, total net imports were much lower in 2000 
than in 1999. 
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Table 1: Hourly Average Peak Imports 








Hour-ahead schedules (MW)[1] 

Year 

Month 

, Scheduled :• 
rtjipui Is 

Scheduled 
. Exports 


1999 

June 

8,190 

1,993 

6,197 


July 

9,370 

2,845 

6,525 


August 

9,074 

2,782 

6,292 


September 

9,247 

2,106 

7,141 






2000 

June 

7,001 

3,852 

3,149 


July 

7,574 

4,918 

2,656 


August 

6,884 

5,809 

1,074 


September 

6,809 

3,974 

2,836 






[1] Based on ISO hour-ahead schedules. 

Peak hours are Monday-Saturday, hours ending 7-22. 


Net impcffts for 2000 decline through August, which correlates with the Cal ISO's 
lowering of its purchase price caps. On July 1, 2000, the Cal ISO lowered the price cap 
from $750/MWh to $500/MWh. On August 7, 2000, it again lowered the price cap, this 
time down to $250/MWh. 

The hour-ahead scheduled imports into CaUfomia halved from the summer of 
1999 to the summer of 2000. This dramatic decline of imports was partially offset by an 
increase in imports in the Cal ISO real-time market. Staff concludes that the lack of 
uniform price caps throughout the West encouraged utilities to sell available generation 
on a day-ahead or hour-ahead basis outside of California. This pattern increased through 
the summer as the cap was lowered until September when the peak demands declined. 
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These facts underscore the critical need for unifoim wholesale pricing rules throughout a 
regional market, particularly in times of scarcity. 

California deregulated its retail electric market and generation assets were sold by 
the three California public utilities to other entities that did not have franchised service 
areas or an obhgation to serve particular customers. At the time, this was a unique retail 
market stracmre in the West. The differences in retail markets stmctures, including the 
mandated reliance on the spot market in California, contributed to the regional market 
problems. A merchant generator seeking a better price or desiring to sell in forward 
rather than spot markets is behaving in a rational economic manner. Existing vertically- 
integrated utilities in neighboring states still had an obligation to serve their native load 
from their own generation resources. When it was economical, these utilities also bought 
generation from California to serve their load or for resale in other Western markets, 
whichever was most valuable. 

Staff concludes that the export trading strategy was largely the result of 
asymmetrical market rules within which products were sold where they brought the 
highest price. 


b. "Ricochet" or "Megawatt Laundering" 

The trading strategy known as "ricochet" or "megawatt laundering" involved one 
entity buying energy from the Cal PX in the day-ahead market and exporting it to a 
second entity, which received a fee from the first company. The energy is later resold 
back to the Cal ISO in the real-time market (or as an out-of-market sale).*"^ Several 
respondents provided examples of this trading strategy. 

Koch Energy Trading Inc. (KET), one of the predecessors in interest to Entergy- 
Koch Trading, LP, exported a total of 1,925 MWh from California to the southwest, 
from where it was subsequently imported into California. These transactions occurred on 
three days (May 22, June 5, and June 28, 2000) and used a series of agreements with 
Public Service Company of New Mexico (PNM). A critical service that PNM provided 


*^If there were insufficient bids in the Cal ISO's real-time market, the Cal ISO, as 
a last resort to procure the resources necessary to operate the system, would purchase 
energy out of its market. These out-of-market resources were paid their bid, but did not 
affect the market-clearing price paid to other generators. 
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was a Parking Service (pursuant to the Western Systems Power Pool Agreement) that 
PNM admitted engaging in as part of its response to Staffs data request. Under this 
service, PNM buys energy from an entity in a day-ahead or other forward market and 
resells the energy back to the original entity in the real-time market where it is ultimately 
sold. This service is necessary for the export leg of the transaction because under North 
American Reliability Council (NERC) rules, the energy must be scheduled and identified 
to serve a load. Entities such as power marketers therefore must rely on a utility that 
operates a control area (and thus that always have a load to serve), such as PNM, to 
complete the first part of this transaction. 

Eugene Water & Electric Board (Eugene) had a similar Parking Service 
Agreement with Sempra Energy Trading Corp. (SETC) for the period March 7, 2001, 
through February 28, 2002. Under this agreement, SETC sold up to 50 MW of on-peak 
energy to Eugene, which in turn sold a like amount of energy back to SETC in real-time. 
TransAlta Energy Marketing (TransAlta) identified a small volume of trades that fit this 
category. TransAlta explains that market window timelines in the Cal PX forced 
participants to commit to energy purchased for exports before spot markets in the 
Northwest began trading. In certain cases when the energy was not resold in the 
Northwest markets, the energy was resold to the Cal ISO. 

The Enron memoranda indicate that Enron included the generation of other 
sellers, such as Powerex and Puget Sound Energy, Inc. (Puget) when employing this 
trading strategy.^® 

"Ricochets" necessarily involve multiple entities, and the responses to Staffs data 
requests indicate that there was an abundance of willing counter-parties. Because both 
generation and transmission were required, Enron needed others to move power into and 
out of the Cal ISO's system. Interestingly, most of the transmission facilities critical for 
these trading strategies that are directly connected to the Cal ISO's system are owned or 
controlled by non-public utility California municipals including the Transmission 
Agency of Northern California (TANC) and the City of Los Angeles Department and 
Water and Power (LADWP). 


**Both of these entities denied any knowledge of this. However, Puget states that 
during the first few days of December 2000, Puget was specifically requested by the Cal 
ISO to submit a schedule as if a Puget load existed in California. 
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In addition to California transmission systems not operated by the Cal ISO, Enron 
also relied on transmission systems in the Pacific Northwest, specifically, those of 
Bonneville Power Administration (BPA), Avista, and Enron's public utility affiliate, 
Portland. Transcripts of Portland traders and transmission personnel include detailed 
instructions by Enron personnel on how the various participants (Portland and Avista) 
were to record transactions and how to report the various parts of the transactions 
consistent with NERC requirements and the Commission's regulations. 

Entities routinely engage in trying to capture profits from price differences that 
exist between different time periods, e.g., purchasing power day-ahead and selling it in 
real time. The actual price in the real-time market can be higher or lower than the 
original price paid in the day-ahead market. Entities assume this arbitrage risk where 
others are unwilling to do so. 

During the two-year review period, this trading strategy could also be used to 
avoid the price caps that were set in the Cal ISO real-time market. This is because the 
Cal ISO also bought power "out-of-market" at the last minute when there was 
insufficient supply bid into its market. These out-of-market purchases were typically 
priced above the price cap. Suppliers knew that the Cal ISO would pay any price in an 
effort to avoid blackouts. This behavior (raising prices at the last minute where buyers 
are unable or incapable of saying no) was not legitimate arbitrage, but was an exercise of 
market power. 

Staff recommends that until uniform market rules and demand response are in 
place in California, the Commission continue to apply mitigation measures. 

3. Trading Strategies Based on False Information 

The following trading strategies are all premised on submitting false information 
schedules. One trading strategy, "fat boy," was designed to offset the bidding strategies 
of the California public utilities. All these strategies were premised on inaccurate load 
data. The other trading strategies are all attempts to fabricate transactions for profit. Staff 
is evaluating whether these trading strategies violated the Cal ISO's tariff because they 
involved submitting false schedules. 


a. "Fat Boy" (or "Inc-ing Load") 
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The trading strategy known as "fat boy" involved a Scheduling Coordinator, such 
as Enron, artificially increasing ("rnc-ing") load on the schedule it submits to the Cal ISO 
to correspond with the amount of generation in its schedule. Under California market 
rules, all schedules submitted to the Cal ISO had to be balanced (i.e., load and generation 
had to be equal). The company then dispatched the generation it scheduled, which was 
in excess of its actual load. This resulted in the Cal ISO paying the company for the 
excess generation at the clearing price established in the real-time market. 

Staff emphasizes that this trading strategy was conceived and used in response to 
the procurement strategy used by the three California public utihties, which itself was a 
response to the unintentional interplay of Cal PX and Cal ISO market rules. The Cal PX, 
like all Scheduling Coordinators, was required to send the Cal ISO a schedule that 
balanced an equal amount of generation and load. The Cal PX day-ahead market cleared 
before the Cal ISO market, which was capped at various levels (depending on the date). 
Under the original California restructuring program, the three Cahfomia public utilities 
were required to exclusively use the Cal PX for scheduling and purchasing, AU of their 
generation resources were bid (sold) into the spot market. The three California pubhc 
utilities also submitted bids into the Cal PX spot market to buy generation to serve their 
retail load.** 

In an effort to minimize their procurement costs under these market rules, the 
three California public utilities, especially PG&E, habitually under-scheduled their load 
in the Cal PX market. In other words, they would only buy energy in the Cal PX market 
that was priced at or below the capped Cal ISO real-time market, relying on the fact that 
residual load could then be supplied in the Cal ISO real-time market at capped prices. 
PG&E's strategy involved a deliberate attempt to push the Cal PX price below the capped 
price in the Cal ISO realrtime market. 

While this procurement strategy allowed the public utilities to minimize their 
costs, under-scheduling caused chronic operational and reliability problems for the Cal 
ISO that were documented in numerous filings with the Commission. The Cal ISO's 
real-time market was designed to supply only the small amount of energy (less than five 
percent) needed to constantly balance generation with actual load. Chronic under- 


**In the December 15 Order, the Commission ordered a halt to the practice of 
near-total reliance on the spot market in an effort to allow the three California public 
utilities to procure a more balanced portfolio. 
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scheduling in the Cal PX day-ahead market transformed this "balancing "market into an 
energy commodity market that served far more load than it was designed to supply. The 
uncertainty of not knowing how to supply a much larger percentage of the load until real- 
time caused considerable reliability problems for the Cal ISO. In short, the three public 
utilities were using the real-time market for a purpose for which it was not intended. 

The "fat boy" trading strategy, in turn, was a response to this under-scheduling 
problem. Under California market rules, all Scheduling Coordinators (e.g.. Cal PX and 
others, such as Enron) were required to submit to the Cal ISO day-ahead schedules that 
were balanced. The "fat boy" trading strategy was a way to preschedule on a day-ahead 
basis an imbalance sale in the Cal ISO's real-time market. While neither under- 
scheduling nor "inc-ing load" was an intentional part of California restmcturing, it is 
clear to Staff that under-scheduling was of far greater concern to the Cal ISO, no doubt 
because under-scheduling directly led to reliability problems. Indeed, some of the 
respondents informed Staff that the Cal ISO acmally helped them to engage in the "fat 
boy" trading strategy by providing them with artificial or simulated load and delivery 
points. For example, an entity with only generation and no load could not submit a 
balanced schedule to the Cal ISO. According to Reliant, the Cal ISO created an artificial 
load point which enabled it to submit a balanced schedule to the Cal ISO. 

Enron's use of the "fat boy" trading strategy did not set the market-clearing price 
in the Cal ISO's real-time market. Under California market rales, entities are price takers 
for the amount of generation in excess of actual load; that is, they are paid the clearing 
price that was established in the Cal ISO market. Nevertheless, the submission of false 
schedules, and the Cal ISO's encouragement of such fabrications to circumvent the 
balanced schedule rale, would be prohibited under Staffs recommendations that all 
tariffs for market-based rates include a prohibition against submitting false information. 
Market rales should be amended, not circumvented. 

b. "Non-Firm Exports," "Death Star,” and ""Wheel Out" 

In this section, we examine three Enron trading strategies known as "non-firm 
exports," "death star," and "wheel out," and similar variations.^”'' All are designed to 


'‘"’Related schemes that are referenced in documents other than the Enron 
memoranda include "black widow," "red Congo," and the "Fomey perpetual loop." See 

(continued...) 
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generate payments for relieving transmission congestion by "fooling" the Cal ISO's 
computerized congestion management program. These trading strategies generally 
involve scheduling transmission in the opposite direction of congestion, and thereby 
getting paid for the counterflow. They are all premised on imaginary transactions that 
ate nonetheless eligible for congestion payments from the Cal ISO. 

As described in the May 8, 2002, data request, in "death star," a company 
schedules energy in the opposite direction of congestion (counterflow), but no energy is 
actually put onto the grid or taken off of the grid. This trading strategy has been the 
subject of hearings in California.'®' In a "wheel out," a company, knowing that an 
intertie is completely constrained (that is, its available capacity is set as zero), or that line 
is out of service, schedules a transmission flow over the facility, knowing that the 
schedule will be cut and it will receive a congestion payment without actually sending 
energy over the facility. In a "non-firm export," a company gets a counterflow 
congestion payment from the Cal ISO by scheduling non-firm energy from a point in 
California to a control area outside of California, and cutting the non-fum energy after it 
receives such payment. 

Staff notes that to the extent these trading strategies involve in part or in whole 
non-firm exports, the Cal ISO issued a market notice in early August 2000 prohibiting 
such activities. 

The first known instance of these trading strategies occurred on May 25, 1999.'®^ 
On that day, Enron scheduled an infeasible transaction in the Cal PX market across an 
intertie between Southern California and Nevada. Because this schedule called for 2,900 
MW to go across a line with only 15 MW of available capacity, it triggered the Cal ISO's 
congestion management procedures. A later investigation by the Cal PX into this 
incident resulted in a cash settlement by Enron. 

However, according to the Enron memoranda, these trading strategies became 
more complex and included the participation of other entities. The counter-parties were 


'®®(.. .continued) 

June 5, 2002, McCullough Research report. 
'®'M 
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used primarily to schedule parts of the transactions or to use transmission facilities 
outside the Cal ISO's control area in order to hide the transaction. 

In order to carry out these trading strategies, Enron used a variety of counter- 
parties, most prominently, Portland (its affiliate), El Paso Electric, and Avista. An 
example of one of the circular schemes, "the Fomey perpetual loop," follows: 

1. Enron schedules a non-firm energy export from Palo Verde in Arizona, 
through California, and across the Oregon Border (Border); 

2. Avista buys the energy from Enron and then sells the energy to Portland at 
the Border; 

3. The energy is transferred across Portland's system; 

4. Enron then returns the energy to the Border; 

5. LADWP schedules the energy from the Border to Palo Verde in Arizona; 
and 

6. Finally, the energy is scheduled to returned to California. 

In fact, no energy flows because the schedule begins and ends at the same 
location. Non-public utility California utilities, such as the Northern California Power 
Agency and LADWP, were also particularly crucial because they own and control 
transmission facilities that interconnect with the Cal ISO’s system, but which are outside 
the control of the Cal ISO. This was crucial to helping avoid detection. 

Staff notes that in its response to the May 8, 2002, data request, Powerex states 
that there is a structural flaw in the Cal ISO's congestion management software that 
prevents the software from recognizing that a tie is out of service. Powerex claims that it 
has a standing practice of maintaining adjustment bids at interties to relieve congestion. 
The Cal ISO occasionally requested Powerex to remove its adjustment bids when the 
ISO intended to take the line out of service. However, if the Cal ISO did not provide 
such advance notice, Powerex would receive a congestion payment. Powerex states that 
it is unable to identify such payments. 
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In addition, TransAlta described several transactions that have certain operational 
elements that are common to these Enron trading strategies. But, unlike the Enron 
trading strategies, the TransAlta transactions actually moved power. For example, what 
TransAlta calls "re-circulation" was a way to move energy supply from southern 
CaUfomia to northern CaUfomia when the Cal ISO-controlled transmission path between 
these regions was fuUy subscribed. TransAlta would move the energy to the northwest 
using its transmission rights over non-Cal ISO facilities and then import the power into 
northern California. At times, the Cal ISO actively sought the assistance of TransAlta in 
implementing these energy transfers. 

These trading strategies would not be possible if a single comprehensive 
congestion management system is implemented in the West as Staff recommends. In 
addition, artificial congestion or congestion relief would violate Staffs recommended 
tariff language prohibiting false schedules and information. 

c. "Get Shorty" 

As described in the May 8, 2002, data request, the "get shorty" trading strategy 
involves the "paper trading" of ancillary services. Amcillary services include various 
types of generation capacity that are held in reserve for use in a contingency situation 
such as the loss of a critical generation or transmission facility. These services are 
required by the Cal ISO (and all other transmission providers) in order to reliably operate 
its system and to meet various operational standards. 

In this trading strategy, Enron would commit to provide the ancillary services in 
the Cal PX's day-ahead market and then cover its position by purchasing those services in 
the Cal ISO's hour-ahead market. There is a legitimate profit motive here: to sell high in 
the day-ahead market and buy back at a lower price in the real-time market. Staff notes 
that Cal ISO Tariff Amendment No. 4, which the Commission accepted for filing, 
permits the "buy back" of ancillary services as a legitimate form of arbitrage. 

However, one of the Enron memoranda indicates that its traders committed to sell 
ancillary services without actually having the ancillary services on standby (which is why 
the trading strategy is also called "paper trading"). Because entities are required to 


'’’^California Independent System Operator Corporation, 82 FERC 1 61,327 
(1998). 
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identify the source of the ancillary services (that is, the specific generating unit), Enron's 
traders submitted false information to the Cal ISO. It is this aspect of the trading strategy 
- the deliberate submission of false information to the Cal ISO - that distinguishes it 
from permissible arbitrage activity. 

Staff notes that the Cal ISO actively audits schedules w/ith actual meter data in 
order to verify the availability of resources for providing ancillary services. Absent 
discovery during the Cal ISO audit procedures, it is difficult to quantify the economic 
effect of this trading strategy. To the extent this trading strategy involves deliberately 
supplying false information, the practice should also be prohibited. No respondent other 
than Enron admitted to submitting false information or "paper trading" ancillary services. 

d. Selling Non-Firm Energy as Firm Energy 

In this trading strategy, a company deliberately sells or resells what is actually 
non-firm energy to the Cal PX, while claiming that it is firm energy. 

NERC prohibits this practice since it violates NERC's existing interchange rules. 
However, the Enron memoranda attempt to justify this trading strategy on the grounds 
that it supposedly brought additional supply to California, with no apparent impact on 
Cal PX energy prices. The Enron memoranda also explain that Enron was subject to 
financial risk because, if the non-firm energy supply were cut, Enron would have to 
cover its position by purchasing that energy in the Cal ISO's real-time market as a price 
taker. 


Staff finds this rationalization to be particularly troubling because Enron 
attempted to legitimize deception, the deliberate submission of false information, and 
actions that NERC expressly prohibited. This is a key example of why Staff is 
recommending an explicit prohibition against providing false information. 

This trading strategy also compromises reliability because non-firm-energy is not 
backed up with reserve generation by the supplying party. This problem is made worse 
when non-firm energy is imported into another control area. The receiving control area 
will not procure reserves for the import, under the illusion that the supplying party is 
responsible for supplying adequate generation reserves. 

Because this Enron trading strategy usually involves a purchase, it is difficult to 
detect absent the reporting of the entity selling the non-firm energy to Emon. On one 
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occasion, Enron purchased non-firm energy from an Arizona utility and resold the energy 
to the Cal ISO. After the energy was cut, the Arizona utility notified the Cal ISO of the 
Enron resale. However, after the fact, the Cal ISO had no means of penalizing Enron for 
its actions other than to charge Enron for imbalance energy. The trading strategy would 
also be unlawful under Staffs recommended tariff provision prohibiting the submission 
of false information, including false schedules. 

The remaining trading strategies were difficult to orchestrate because of the many 
complicated arrangements required and the involvement of so many parties. Therefore, 
time and resources made these trading strategies impractical. To the extent these trading 
strategies were executed during the Refund Period, such transactions, like all spot market 
transactions, will be mitigated. 

In conclusion, this initial report evaluated the Enron trading strategies' effect on 
spot prices. Staff will continue to investigate whether the effort put into these spot 
market strategies influenced prices for long-term physical or financial products. In 
addition, to the extent that these trading strategies may have violated Federal criminal or 
civil statutes. Staff will recommend that the Commission forward all relevant data to the 
Department of Justice, the CFTC, and the SEC for their respective review and 
disposition. Staff has cooperated and continues to cooperate with their inquiries. 
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Glossary nf Terms and Arrnnvms 


Descrintion 

Billion cubic (feet of gas). 

A motion to buy a commodity or a futures or 
options contract at a specified price. Opposite 
of offer. 

A bid-week price is the volume-weighted 
measure of gas prices for the following rhonth 
done during the pipeline nomination period. 
Generally, a bid-week begins five working days 
prior to the last trading day of the month, 
although it can vary across regions of the 
country. 

British thermal unit: the amount of heat 
required to increase the temperature of one 
pound of water one degree Fahrenheit. A Btu 
is used as a common measure of heating value 
for different fuels, since it allows the price for 
different fuels to be easily compared when 
expressed in S/million Btu. 

California Independent System Operator 
Corporation: the transmission provider 
regulated by the Commission that oversees and 
operates much of the transmission grid in 
California. 

California Power Exchange Corporation, on 
which much of wholesale electricity, primarily 
in the spot market, was formerly traded in 
California. 
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CFTC 


City gate 


Correlation coefficient 


Derivative 


Commodity Futures Trading 
Commission: the federal agency that 
administers the Commodity Exchange 
Act and regulates futures trading in 
commodities on organized exchanges. 

The location at which gas changes ownership or 
transportation responsibility from a pipeline to a 
local distribution company or gas utility. 

The correlation coefficient (r) measures the 
strength of the linear relationship between two 
variables. A value of r > 0 indicates a positive 
linear relationship; a value of r < 0 indicates a 
negative linear relationship. The correlation 
coefficient can range from -1 to 1 with 1 
meaning perfect correlation; 0 meaning no 
correlation; and -1 meaning perfect negative 
correlation. 

A financial instrument the price for which is 
dependent on, or derived from, an underlying 
product, such as a cash market commodity, a 
futures contract or other financial instrument, 
securities, equity indices, debt instruments, or 
any agreed upon price index. Derivatives can 
be traded on regulated exchanges or over-the- 
counter. Futures contracts are derivatives of 
physical commodities, options on futures are 
derivatives of futures conttacts. Derivatives 
involve the trading of rights or obligations 
based on the underlying product, but do not 
directly transfer property. They can be used to 
hedge risk or to exchange a floating rate of 
return for a fixed rate of return. 


EOL 


Enron OnLine: Enron's former electronic 
trading platform, used for trading of physical 
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and derivative products, including natural gas 
and electricity. EOL represented that it was a 
one-to-many trading platform, with an Enron 
affiliate always one (and sometimes both) of the 
parties to a transaction conducted on EOL. In 
contrast, on a many-to-many trading platform, 
any trading entity may post bids and offers. 
NYMEX uses "many-to-many" trading. 

Forward contract A supply contract between a buyer and a seller, 

in which the buyer is obligated to take delivery 
and the seller is obligated to provide delivery of 
a fixed amount of a commodity on a specified 
future date. Payment in full is due at the time 
of, or following delivery. This differs from a 
fumres contract where settlement is made daily, 
resulting in partial payment over the life of the 
contract. A forward contract refers to non- 
exchange trading of commodities. The price in 
a forward contract may be agreed upon in 
advance, or there may be agreement that the 
price will be determined at the time of delivery. 

Futures contract A futures contract is an agreement to purchase 

or to sell a commodity for delivery in the future: 
(1) at a price that is determined at initiation of 
the contract; (2) which obligates each party to 
the contract to fulfill the contract at a specified 
price; (3) which is used to assume or shift price 
risk; and (4) which may be satisfied by delivery 
or offset. 

Hedging Taking a position in a futures or forwards 

market opposite to the position held in a cash 
market to minimize the risk of financial loss 
from an adverse price change; a purchase or 
sale of futures or forwards as a temporary 
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20020813-0468 

Henry Hub 


kWh 

Liquidity 

LDC 

Mark-to-market 


FERC OSEC 08/13/2002 


in Docket# : 


PA02-2-000 


substitute for a cash transaction that will occur 
later. 

A pipeline interchange, located in VeimiUion 
Parish, Louisiana, which serves as the delivery 
point of natural gas futures contracts. It is one 
of the main entry points for Gulf production 
and can direct gas to a variety of market areas, 
including the Midwest, Southeast, and 
Northeast. It is the largest natural gas pooling 
point in the world, handling about 1 Bcf/day of 
physical flows. The two compressor stations 
that serve the hub can handle 1.9 Bcf/day. An 
average of 5 Bcf of gas is traded daily at the 
hub. The physical configuration of the system, 
coupled with the fact that there is little in the 
way of constraints (congestion) in and out of 
the hub, creates a very liquid market. 

A kilowatt hour. One thousand watts used for 
one hour, or the amount of electricity needed to 
light ten 100- watt light bulbs for a one-hour 
period. 

A market is said to be "liquid" when it has a 
high level of trading activity. 

A local distribution company: a utility that 
distributes natural gas primarily to end-users. 

Daily cash flow system used by U.S. fumres 
exchanges to maintain a minimum level of 
margin equity for a given futures or options 
contract position by calculating the gain or loss 
in each contract position resulting from changes 
in the price of the futures or options contract at 
the end of each trading day. 
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Many-to-many trading 

Mcf 

MMBtu 

MWh 

NYMEX 


Trading 

Offer 

One-to-many trading 


teived by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


In many-to-many trading, any trading entity 
may post bids and offers. In contrast, in one-to- 
many trading, only one entity posts bids and 
offers, and one entity (or one of its affiliates) is 
always at least one side to a transaction. 
NYMEX uses many-to-many trading. 

One thousand cubic feet (of gas). 

One million British thermal units, equal to one 
dekatherm. Approximately equal to a thousand 
cubic feet (1 Mcf) of gas. 

A megawatt hour. One million watts used for 
one hour, or the amount of electricity needed to 
light 10,000 100-watt light bulbs for a one-hour 
period. 

New York Mercantile Exchange: a organized 
exchange regulated by the CFTC. NYMEX is a 
self-regulatory organization which must enforce 
minimum financial and reporting requirements 
on its members, among other responsibilities 
outlined in the CFTC's regulations. 

Buying and selling. 

A motion to sell a commodity or a futures or 
options contract at a specified price. Opposite 
of bid. 

In one-to-many trading, one entity posts or 
makes all bids and offers, and one entity (or one 
of its affiliates) is always on at least one side of 
each transaction. In contrast, many-to-many 
trading allows any trading entity to post bids 
and offers. NYMEX uses many-to-many 


- 116 - 



122 


20020813-0468 


Options 


OTC 


Power marketer 


Price index 


SEC 


Spot market 


Received by FERC OSEC 08/13/2002 in Docket#: PA02-2-000 


trading, while EOL represented that it used one- 
to-many trading. 

A contract which gives the holder the tight, but 
not the obligation, to purchase or to sell the 
underlying futures contract at a specified price 
within a specified period of time in exchange 
for a one-time premium payment. The contract 
also obligates the writer, who receives the 
premium, to meet those obligations. 

Over-the-counter: a term referring to derivative 
transactions that are conducted other than on 
regulated exchanges. OTC transactions may be 
conducted through brokers or principal-to- 
principal on either an electronic trading 
platform (such as EOL) or the telephone. 

A public utility company that has authority 
from the Federal Energy Regulatory 
Commission to sell wholesale electricity and/or 
ancillary services at market-based rates. 

An index, or average, which may be weighted, 
of selected prices, intended to be representative 
of the markets in general or a specific subset of 
prices. 

Securities and Exchange Commission: the 
federal agency that administers federal 
securities laws and regulates firms that buy and 
sell those securities. 

Generally, a market for immediate delivery of a 
physical commodity. For the purposes of this 
report, "spot market" sales are "sales that are 24 
hours or less and that are entered into the day of 
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Spot price 


Underlying commodity 


Wash trades 


or day prior to delivery." 95 FERC f 61,418 at 
62,545, n. 3. 

The price at which a physical commodity for 
immediate delivery is selling at a given time 
and place. 

The commodity or futures contracts on which a 
commodity option is based, and which must be 
accepted or delivered if the option is exercised. 
Also, the cash commodity underlying a futures 
contract. 

Transactions that give the appearance of sales 
and purchases, but which are initiated without 
the intent to make a bona fide transaction and 
which generally do not result in any actual 
change in ownership or the trader's market 
position. Wash trades that are entered into with 
the intent to reduce or eliminate market risk, but 
without the intent to establish a market position, 
may be illegal. Thus, a purchase and a sale 
entered simultaneously or nearly simultaneously 
with instructions to execute at or near the same 
price could be an illegal wash trade. 



124 




125 


AEP : Newsroom ; News Releases 



http ://www.aep. com 

ConiiiuHca,an O&yerameiitai Affairs 

#A-33b 


ENVIRONMENTAL CAREERS 


§tpom 


AEP DISMISSES FIVE FOR PROVIDING 
INACCURATE MARKET DATA FOR INDEXES 

COLUMBUSf Ohio, Oct. 9, 2002 - American Electric Power (NYSE: 
AEP) dismissed five employees Involved in natural gas marketing and 
trading after the company determined that they provided Inaccurate 
price information for use in indexes compiled and published by trade 
publications. 

The company discovered the inaccuracies during an internai review 
of its trading activities. The market indexes published by trade 
publications are complied using trade data voluntarily provided by a 
variety of industry sources. The company cannot determine if the 
inaccurate data had any impact on the published indexes. 

Prior to learning about the reporting of inaccurate data, AEP had 
instituted measures to require that all price information provided for 
use in market Indexes be verified and reported by the office of AEP's 
chief risk officer. 


"We did not approve and we do not condone this sort of activity," 
said Eric van der Walde, executive vice president - AEP Energy 
Services. "We are serious about ethical business practices and took 
action Immediately after discovering this activity." 

American Electric Power is a multinational energy company with a 
balanced portfolio of energy assets. AEP, the United States' largest 
electricity generator, owns and operates more than 42,000 
megawatts of generating capacity in the U.S. and select international 
markets. AEP is a leading wholesale energy marketer, ranking 
among North America's top providers of wholesale power and natural 
gas with a growing wholesale presence in European markets. In 
addition to electricity generation, AEP owns and operates natural gas 
pipeline systems, natural gas storage, coal mines, and the 
fourth-iargest Inland barge company in the U.S. AEP is also one of 
the largest electric utilities in the United States, with almost 5 million 
customers linked to AEP's wires. The company is based in Columbus, 
Ohio. 


Pat D. Hemlepp 

Director, Corporate Media Relations 
American Electric Power 
614/223-1620 
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( BW)(TX-DYNEGY)(DYN) Dynegy Dismisses Six 
Employees, Will Discipline Seven Others for Violations 
of Company Policies 



Dynegy 


Business/Energy Editor 

HOUSTON-(BUSINESS WniE)-Oct. 18, 2002~-Dynegy Inc. (NYSE:DYN) today dismissed 
six employees and will discipline seven others in its natural gas trading business for violations of 
company policies. The violations were related to Dynegy*s previously disclosed finding that 
employees in its marketing and trading business provided inaccurate information regarding natural 
gas trades to various energy industry publications that compile and report index prices. The 
disciplinary actions were taken as a result of an ongoing investigation conducted by the Audit and 
Compliance committee of Dynegy's Board of Directors and in collaboration with independent 
counsel. 

"Our Code of Business Conduct represents a commitment fi'om all employees that they will 
conduct themselves in an ethical and responsible manner," said Dan Dienstbier, chairman and 
interim chief executive officer of Dynegy Inc. "It is our practice to investigate any possible 
violation fully and take the appropriate corrective actions to maintain the integrity of our 
workplace." 

Dynegy discovered the inaccuracies during an internal review of its trading activities, which is 
being conducted as part of an ongoing Commodity Futures Trading Commission investigation. In 
connection with the investigation, the company also has relieved a corporate compliance officer of 
his responsibilities. 

In response to its findings, the company has instituted measures that will ensure the office of the 
chief risk officer verifies all price information provided to industry publications. Dynegy will 
resume its practice of reporting price information to industry publications in the near future. 

Dynegy Inc. owns operating divisions engaged in power generation, natural gas liquids, regulated 
energy delivery and communications. Through these business units, the company serves customers 
by delivering value-added solutions to meet their energy and communications needs. 
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LeadingEnerg5'SolHliOfi& 


October 25, 2002 


Williams Discloses Natural Gas Trade Reporting Inaccuracies 

TULSA, Okla. — Williams (NYSE:WMB) today said it has learned that a few traders in its 
natural gas trading business provided inaccurate information regarding natural gas trades to an 
energy industry publication that compiles and reports index prices. 

The inaccuracies came to light during Williams’ independent, internal review of its trading 
activities. That review is now being conducted in conjunction with the Commodity Futures 
Trading Commission’s ongoing industry-wide investigation. 

Williams is continuing its internal review to determine the extent of the inaccurate reporting and 
the impact of the activity on the price index. Further investigation will provide the company with 
the information it needs to determine appropriate disciplinary action. 

The company no longer provides data about its natural gas trades to industry publications as a 
result of significantly reduced activity in its marketing and risk management business. Individuals 
in this portion of Williams’ business were among many energy industry participants who routinely 
provided data about trades to publications. 

Williams has informed the CFTC and odier governmental authorities about its investigation and 
will continue to cooperate fully with those entities’ inquiries and investigations. 

About Williams (NYSE; WMB) 

Williams moves, manages and markets a variety of energy products, including natural gas, liquid 
hydrocarbons, petroleum and electricity. Based in Tulsa, Okla., Williams’ operations span the 
energy value chain firom wellhead to burner tip. Company information is available at 
www.williams.com. 

### 

Portions of this document may constitute “forward-looking statements " as defined by federal law. 
Although the company believes any such statements are based on reasonable assumptions, there 
is no assurance that actual outcomes will not be materially different. Any such statements are 
made in reliance on the “safe harbor’’ protections provided under the Private Securities Reform 
Act of 1 995. Additional information about issues that could lead to material changes in 
performance is contained in the company’s annual reports filed with the Securities and Exchange 
Commission. 
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FEDERAL ENERGY REGUUVTORY COMMISSSOt^l 


WASHINGTON. »K2S 


Coimnittee on Governmentai Affairs 

EXHIBIT #A-34 


OFFICe OF THE CHAIRMAN 


March 4, 2002 


The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Chairman Lieberman; 

This letter and the enclosed material respond to your February 15, 2002 request for 
Enron-related information pertaining to FERC from January 1, 1992 until December 2, 
2001. The mformation lists among other things; documents required to be filed at the 
FERC by any entity affiliated with Enron; reviews or investigations conducted in 
response to those filings; communications between Enron employees and FERC 
employees; formal and informal enforcement actions against Enron; and lists of 
communications with othet federal departments or agencies regarding laws, regulations, 
and policies administered by the Commission that specifically relate to Enron. 

The material is comprehensive and extensive. I believe it reflects the best efforts 
of the FERC staff to comply with your request as thoroughly as possible and to err on the 
side of including information if there is any question as to whether it is required by your 
inquiry. However, as you will see in explanatory information submitted with the various 
lists, given the relatively short time frame allowed for responding to this broad request, it 
has not been possible to ensure that the material provided constimtes the full universe of 
information that you should receive in response to your questions. This is particularly 
true with respect to obtaining information from former employees. We have identified 
areas that will require more time to respond and the specific difficulties with responding 
by the March 4 deadline, and we will continue to work to provide a broader response to 
your request. 
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The Honorable Joseph I. Lieberman - 2 - 

Over the time period specified in the Committee's letter, FERC received over 
148,800 filings (gas certificate filings and gas, electric and oil rate filings) of which 
approximately 5,000, or less than 3.5 per cent, were related to Enron or Enron affiliates. 

If I can be of any further assistance in this or any other Commission matters please 
feel free to contact me. 

Best regards. 



Chairman 

Enclosure 
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FEDERAL ENERGY REGULATORY COMMISSION 

WASHINGTON. DC 20426 — • 

I Commiffee on Governmental Affairs 

EXHIBIT #A-35 


OFFICE OF THE CHAIRMAN 


April 12, 2002 


The Honorable Joseph I. Lieberman 
Chairman 

Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510 

Dear Senator Lieberman: 

This letter and the enclosed material respond to yonr March 27, 2002 letter which 
asked the Commission to hst all communications between the Commission and other federal 
departments or agencies or the Executive Office of the President &om January 1, 1992 to 
December 2, 2001. 

If I can be of any further assistance in this or any other Commission matter, please 
feel free to contact me. 



Enclosure 
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March 27. 2002 Request for Additional Information 


Question: 

Please hst all communications between the Commission and other federal departments or 
agencies or the Executive Office of the President from January 1 , 1 992 to December 2, 200 1 , 
referring or relating to Enron. For each such communication, please identify: 

a) who sent the communication 

b) who received the communication 

c) the date of the communication 

d) the subject matter of the communication 

e) any action taken in response to the communication 

f) for any meetings responsive to this request, the date of the meeting and aU 
those who attended the meeting. 

Answer: 

The answer to this question as it pertains to communications between current FERC 
staff and other federal departments or agencies or the Executive Office of the President is 
reflected on the attached. The answer to this question as it pertains to communications 
between former senior FERC staff (division director or above) will be supplied as soon as 
we receive their responses. For that purpose, on April 4, 2002, we sent the Committee’s 
March 27, 2002 letter to approximately 100 people, with a request to respond by April 19, 
2002. We intend to transmit their responses to the Committee during the week of April 22, 
2002. 


1 
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Responses Received from Cixrrent FERC Staff 

• Ellen Armbraster - Office of Energy Projects 

Several telephone conversations with Laura Dean, Advisory Council on Historic 
Preservation, October 1998, regarding the crossing of the Illinois & Michigan Canal, a 
National Historic Landmark, in Northern Border Project No. CP95- 194-000. 

Telephone conversation with Keith Ryder of the Corps of Engineers, October 21, 1998, 
regarding the crossing of the Illinois & Michigan Canal in Project No. CP95-194-000. 

Telephone conversation with Brain Smith of the Corps of Engineers, October 29, 1998 
regarding the crossing of the IHinois & Michigan Canal in Project No. CP95- 194-000. 

Telephone conversation with Diane Miller, National Park Service, November 2, 1998, 
regarding the crossing of the Illinois & Michigan Canal in Project No. CP95-94-000. 

• Kim Bruno - Office of General Counsel 

On Jime 28, 2001, 1 had a telephone conversation with Michael Macchiaroli, Assistant 
Director, Office of Risk Management and Control at the Securities and Exchange 
Commission, and someone named George from his division. We discussed the analysis of 
risk management filings by companies and, in particular, Enron filings. No action or 
meetings were taken in response to my telephone call. 

• Van Button - Office of Energy Projects 

Contacts related to Florida Gas Transmission with another Federal agency; 

a) Telephone conversations from: Van Button, archaeologist, OEP/FERC 

b) To; Daniel Pagano, staff, Washington, DC Office, Advisoiy Council on Historic 
Preservation. 

c) The dates of the communications: 3/9/93; 5/5/93; 5/14/93; 11/3/93; 11/23/93; 
12/20/93; 12/22/93; and 2/7/94. 

d) Subject: development and review of a Programmatic Agreement regarding required 
archaeological and historic studies for the Florida Gas Transmission Company FGT in 
Gas Pipeline Project in Florida, Alabama, Mississippi, and Louisiana. 

e) Action taken in response to the communication: The Programmatic Agreement was 
executed and implemented. 

f) No meetings were held. 
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Contacts related to Norther Natural Gas Company with another federal agency; 

a) Telephone conversations from: Van Button, archaeologist, OEP/FERC. 

b) To; Ralph Augustin, regulatory staff. Army Corps of Engineers, St. Paul District. 

c) The dates of the communication: 10/22/97 and 1 1/7/97. 

d) Subject: Northern Mississippi River Crossing Pipeline Gas Project, Minnesota, 
failure of silt curtain to prevent escape of sediment into the river during construction. 

e) Any action taken in response to the communication: none, problem identified as minor. 

f) No meetings were held. 

Rob Gramlich - Office of the Chairman 
Contact with National Economic Coimcil 

a) Sender: Rob GramUch, Economic Advisor to Chairman Wood. 

b) Receiver: Robert McNally, National Economic Council 

c) Date: November 28, 2001 

d) Subject: I notified Mr. McNally that there were two potential system-wide problems 
which energy market participants and FERC had identified from Enron's defaulting on 
energy contract obligations, both low probabibty but worth being aware of, and that we 
were monitoring them and might talk to experts at other agencies. The two potential 
concerns were physical delivery interruption and cascading credit strain as a result of 
Enron energy contract default. 

e) Actions taken: None that I am aware of 

f) Meetings: There were no meetings. 

Contact with Federal Reserve Board of San Francisco 

a) Sender: Rob Gramlich, Economic Advisor to Chairman Wood 

b) Receiver; an economist who took the call in place of an energy economist, Fred 
Furlong, who was on travel. I do not remember her name. 

c) Date: November 28, 2001. 

d) Subject matter: I referred an issue for their consideration that had been brought to our 
attention by energy market participants. The issue was whether there was any potential 
for system-wide credit strain as a result of Enron defaulting on its energy contract 
obligations. 

e) Actions taken: The Fed representative did not say what they were doing. She was 
aware of the situation. 

f) Meetings: There were no meetings. 
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Elizabeth Rylander - Office of General Counsel 

a) Sender: Brenda Mackall, Work Group Lead, Correspondence and Records 
Management, Office of the Executive Secretariat, Department of Energy. 

b) Recipient: Paul McKee, Executive Secretariat, FERC. 

c) Date: August 28, 2001. 

d) Subject matter: Forwarding letters fi-om Cynthia C. Sandherr (Vice President, Federal 
Government Affairs, The New Power Company) to Francis S. Blake (Deputy Secretary- 
Designate, Department of Energy) and Robert Gordon Card (Under Secretary, 
Department of Energy). Ms. Sandherr's letter forwarded NewPower testimony from a 
House hearing, supporting residential customers’ right to install time-of-use meters in 
their homes, and stating that Congress and the Commission should address the lack of 
uniform business rules for wholesale and retail transactions. 

e) Action taken: 1 was asked to write a draft response to Ms. Sandherr's inquiry, and 1 did 
so. The letter was eventually signed by Don Chamblee, as Acting Director of the Office 
of External Affairs. 

f) Meetings: 1 do not know of any interagency meetings responsive to this request. 


4 
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Committee on Gkivernmental Affairs 

EXHIBIT #A-36 


UNTIED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 

Before Comrmssioneis: Curt Hebot, Jr., Chairman; 

William L. Massey, Linda Breafliitt, 

Pat Wood, m and Nora Mead Browndl. 

San Diego Gas & Electric Company, 

Complainant, 

V. 

Sellers of Energy and Ancillary Service Fito 
Markets Operated by the California 
Independent System Operator Corporation and the 
California Power Exchange, 

Respondents. 

Investigation ofPractices of the California Docket Nos. ELOO-98-004 

Independent System Operator and die California ELOO-98-005 

Power Exchange ELOO-98-018 

ELOO-98-030 

Puget Sound Energy, Inc., 

Congjlainanb 

V. 

All Jurisdictional Sellers of Energy and/or Capacity 
at Wholesale hito Electric Energy and/or Capacity 
Markets in the Pacific Northwest, Including Parties 
to the Western Systems Power Pool Agreement, 

Respondents. 

ORDER ESTABLISHING EVIDENTrARY HEARING PROCEDURES, 
GRANTING REHEARING IN PART, AND 
DENYING REHEARING IN PART 

(Issued July 25, 2001) 

This order establishes flie scope of and m^iodology for calculating refunds related to 
transactions in the spot markets operated by the California hidependent System Operator Corporation 
(ISO) and foe California Power Exchange Corporation (PX) 


DocketNos. ELOl-10-000 
ELOl-10-001 


Dock^Nos. ELOO-95-004 
ELOO-95-005 
ELOO-95-019 
ELOO-95-031 
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Docket No. ELOO-95-004, et al - 2 - 

during the period October 2, 2000 through June 20, 2001 . The Commission makes clear that 
transactions subject to refund are limited to sptA teansactions in the organized maricets operated by the 
ISO and PX during the period Octoba: 2, 2000, throu^ June 20, 2001, and include sales by public 
and non-public utilities into these markets. The arda* aUo establishes an evidentiary hearing proceeding 
in order to further develop the fectual record in Dodfiet No. ELOO-95-03 1 , ^ so that refunds may 

be calculated The ordo" grants rdhearing in part and denies rehearing in part of limited portions of 
earlier orders issued in fliis proceeding. In addition, the Commission ^tablishes anoflier proceeding 
before an Administrative Law Judge to explore whether fliere may have been unjust and unreasonable 
charges for spot market sales in the P^rific Norfliwe^ fiom December 25, 2000 through June 20, 

200 1 , and the calculation of any refunds associated with such drains. 

Background 

In an order issued August 23, 2000,^ the Commission instituted fttrmal hearing proceeding 
under section 206 of tiie Federal Power Act (FPA) to investigate die justness and reasonablen^ of 
the rates for energy and ancillary services of public utility sellss into the ISO and PX spot markets, and 
also to investigate whether the taiifife, contracts, institutional srructures, and bylaws of the ISO and PX 
were adversely affecting the wholesale power maitete in California. In instituting an investigation into 
the reasonablene^ of tire rates chaigol, howevCT, the Commission denied a request by San Diego Gas 
and Electtic Conpany (SDG&E) contained in SDG&E’s complaint against all sellers of energy and 
andllaiy services into tihe ISO and PX mark^ sulgect to die Commission's jurisdiction, that the 
Commission inpose a $250 price cp for sales into those markets. The Commission denied this 
request in die August 23 Order, on the grounds diat SDG&E had not provided sufficient evidence to 
support an immediate sellers price cap.^ The Commission established a refund effective date of 60 
days after publication of notice in the Federal Re gister of the Commission's intent to institute a 
proceeding ? 

The Commission issued an order on November 1, 2000 finding that the "electric maiket 
stracture and maiket roles for wholesale sales of dectric energy in California were seriously flawed and 
that these stractures and rules, in conjunction with an imbalance of sipply and demand in California, 
have caused, and continue to have the potential to cause, ui^t and unreasonable rates for diort-term 
energy . . . under certain 


^San Diego Gas & Electric Conpany, ^ 92 FERC % 61,172 (2000), leh'g pending (August 

23 Order). 

^92 FERC at 61,606. 

at 61,608. 
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conditions.”* Die order noted that, "[w]hile tins record does not support findings of specific exercises 
of market power, and while we are not able to reach definite conclusions about the actions of individual 
sellers, there is clear evidence that the California market stiucture and rules provide the opportunity for 
sellers to exercise market power when sqiply is and can lesult in unjust and unreasonable rates 
undertheEPA" ® 

To deal with these flaws, the Novetriber 1 Orda- proposed remedies intended to reduce over- 
reliance on spot markets in California, and attempted "to balance, on the one hand, holding overall rates 
to levels that approximate competitive market levels for the benefit of consumers, with, on the other 
hand, inducing sufficient investment in capacity to ensure adequate service for the benefit of 
consumers.'* The November 1 Order changed the refund effective date contemplated in the August 23 
Order from 60 days after publication of notice in the Fedoal Register . October 29, 2000, to 60 days 
after the date of SDG&E's complaint, October 2, 2000. The order also contained extensive 
discussion of the Commission’s authority to direct refunds, for the periods both before and after the 
refund effective date, and concluded ftiat the Commission is not authorized by the EPA to order refunds 
prior to the October 2 refund effective date. Several parties sou^t rehearing of this aspect of the 
November 1 Order.’* 

The Commission adopted many of the proposed remedies presented in the November 1 Order 
in an order issued December 1 5, 2000.* The December 1 5 Order reiterated the earlier findings that 
the market stractures and rules for wholesale sales of electric eneigy in California were seriously flawed 
and that these structures and rules, in conjunction with an imbalance of supply and demand in 
Cahfbmia, had caused, and continued to have the potential to cause, unjust and unreasonable rates for 
short-term energy under certain conditions. The Commission, therefore, established a variety of 
remedies for the California wholesale electric markets, including, in part (1) eliminating the requirement 
that the lOUs sell all of their generation into and buy all their energy needs firm the PX so as to 


^San Diego Gas & Electric Cotr^rany.stal., 93 FERCH 61,121 at 61 ,349-50 (2000), jshlg 
pending (November 1 Order). 

*M. at 61,350. 

*M. 

’* See . e.g. . requests for rehearing of the Califomia Electricity Oversi^t Board (Oveisi^t 
Board), the Public Utilities Commission of the State of Califomia (Califomia Commission), PG&E, 
SoCal Edison, and the City of San Diego. Other determinations in the November 1 Order are also 
pending rehearing, these issues will be addressed in a future order. 

*San Diego Gas & Electric Co., gt al, 93 FERC f 61,294 (2000), reh'g pending (December 
15 Order) 
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teiminate the over reliance on spot markets; (2) adopting an advisory benchmatk for assessing prices of 
long-teim electric supply contracts in order to provide guidance for market participants to evaluate the 
reasonableness of long-term prices; (3) requiring madcet participants to preschedule 95 percent of their 
load prior to real time and penalizing those who do not, so as to ehminate market participants' chronic 
underscheduling with the ISO; and (4) requiring an independent governing board for the ISO. 

As an interim measure, the Commission also established a $ 150/MWh breakpoint under which 
public utility sellers bidding above the breakpoint receive their actual bids, but are subject to monitoring 
and reporting requirements to ensure that rales remain just and reasonable, including the potential for 
having to pay refunds for prices chaiged above the breakpoint. The December 1 5 Order also required 
the development of a longer term mitigation plan to iqtlace the interim breakpoint methodology by May 
1, 2001. In a separate order, the Commission established a settlement conference to facilitate forward 
contracting by Catifomia investor owned utilities.® The Chief Administrative Law Judge convened 
discussions over five days in December 2000 and January 200 1 . 

On January 23, 2001, the Director of the Division of Energy Markets in the Ofiice of Markets, 
Tariffs and Rates convened a technical conference to develop apian to replace the interim $150/M\Vh 
break-point price. Comments and reply comments on how to replace the interim break-point were 
filed with the Commission. In March 2001, Commission Staff issued a recommendation for 
prospective market monitoring and mitigation for the real-time electric market, and comments were filed 
on this proposal. 

On March 9, 2001, the Commission issued an order addressing above-breakpoint transactions 
that occurred in January.*® The March 9 Refimd Order directed refunds from sellers for transactions 
occurring during Stage 3 Emagencies (when ISO reserves fell below 2.5 percent) above a proxy 
naaiket clearing price ($273/MWh for that month), or alternatively, required sellers to submit additional 
cost or other justification for those transactions. ’ * Parties requested rehearing of the March 9 Refund 
Order on many grounds. Among those were PG&E, SDG&E, and SoCal Edison's objections to the 


^Forward Contracting by California Utilities, 93 EERC 1) 61,295 (2000). 

'®SanDiegoGas&ElectricCo.,etal., 94 FERCf 61,245 1200 1 1. reh'g pending CMaTcb 9 
Refund Order). 

**The Director of the Ofiice of Markets, Tariffs and Rates issued notices aimouncing the proxy 
market clearing prices for the months of February, March, April, and May 200 1 on March 1 6, April 
16, May 14, and June 15, respectively. 
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Commission's conclusion that it has no authority to order non-public utility sellers to make re&ndsl^ 
Additionally, numerous parties argued that price irdtigarion should apply during aH houis.^^ 

On April 26, 2001, the Commission issued its onJa" adopting a proqtective monitoring and 
mitigatian plan for wholesale sales throng the organized real-time markets operated by the ISO.*"* The 
Commission's plan, in pertinent part, enhanced the ISO's ability to coordinate and control plarmed 
outages during aU hours; requited certain selleis to oiler the ISO all their available power in teal time 
during all hours; established conditions, including refund liability, on public utility sellers' market-based 
rate authority to prevent anti-competitive bidding behavior in the real-time ISO markets during all 
hours; and established a mechanism for price mitrgarion for all sellers (excluding out-of-state generators) 
bidding into the ISO's organized markets for real-time sales drrring system emergencies, hr the April 
26 Order, the Commission also established an inquiry into whether a price mitigation plan similar to the 
one for the Califomia ISO's organized spot markets should be implemented in the Western Systems 
Coordinating Council (WSCC) and invited comment on how such a plan should be structured 

On June 19, 2001, the Commission expanded the price mitigation plan on rehearing, imposing 
curbs not only on California ISO oiganized spot market sales during aD hours, but also constraining 
prices for bilateral spot market sales throughout the WSCC for the period June 20, 200 1 through 
September 30, 2002.*^ The order retained the use of a single price auction and must-offer and 
marginal cost bidding requirements when reserves are below 7 percent in the Califomia ISO spot 
markets. Under the plan, the ISO market clearing price will also serve as a limit on prices in all other 
spot maiket sales in the WSCC during reserve deficiencies in California. Sellers in all spot markets in 
the WSCC will receive tqr to the clearing price without futther justificatioa Sellers other ten 
maikBtets will have the opportunity to justify prices above the maiket clearing price during leserve 
deficiency hours. 

hr te June 19 Order, the ISO market clearing price for reserve deficiency hours was also 
ad^ted for use in aH Western spot markets when reserves are above 7 percent. Prices during non- 
reserve deficiency hours cannot, absent justification, exceed 85 percent of the hipest hourly clearing 


^^ See March 9 Refund Order, 94 FERC at 61,864. 

*^See. e.g. . Reheaiings of Califomia Commission, ISO, SDG&E, Qtj' of San Diego, County of 
San Diego, and PG&E. Other determinations in the Mardi 9 Order are also pending rehearing; these 
issues wiU be addressed in a future order. 

^‘'San Diego Gas & Electric Conpany, et al, 95 FERC 61,115 (2001), reh'g pending (April 
26 Order). 

*^San Diego Gas & Electric Company, etaJ., 95 PERCH 61,418 120011. reh'g pending (June 
19 Order). 
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price that was in effect during the most recent Stage 1 reserve deficiency period (le, when reserves are 
below 7 percent) called by the ISO. These measures were applied to non-public utility selleis as well 
as public utilities to the extent they voluntarily sell power in the ISO or other WSCC spot maricets or 
voluntarily use the ISO's or other Commission-jurisdictiotial interstate transmission fedHties elsewhere in 
the WSCC. 

In addition, the Commission announced tot it would hold a settlement conference before an 
Administtative Law Judge in order to resolve refund issues for past periods, among other things. The 
Commissioris Chief Judge convened the conference from 
June 25 through July 9, 2001. 

Chief .Tudne's Report and Recommendation 

On July 12, 2001 , the Chief Judge issued a report detailing his efforts to foige a settlement 
among the parties.' ® He explains tot, while a global settlement agreement was not achieved, he 
believes that the negotiations were constructive. The Report finds that refunds owed to purchasers of 
electricity "amount to hundreds of mitlions of dollars, probably more ton a billion dollars in aggregate 
sum," although not the $8.9 Mhon claimed by the State of California'’ The Report mentions offers 
made by several sellers into the CaKibtnia maiket totaling $703.6 minion, contingent upon reaching a 
global settlement of all issues. 

According to the Report, efforts were hart^rered by incomplete data The Chief Judge had 
requested the parties to provide, among other ftiings: (1) the terms and prices of all forward contracts; 
(2) the amounts tot California Department of Water Resources (DWR), the lOUs, and the ISO 
believe they owe to sellers; and (3) system load figures broken down by coii^xjnent These data were 
not made available in their entirety. The Report also notes tot the Pacific Northwest Parties did not 
have data on the amount of refunds due them nor balances past due fiom purchasers. For these and 
other reasons, the Chief Judge was not able to determine the total volume of the market, nor were 
parties able to agree about the size of the maiket subject to the June 19 Order. The Report concludes 
tot the differences between what the State and the sellers believe should be refunded raise mataial 
issues of fact. Further, the Report states, "[t]he appropriate numbers to calculate potential refunds 
involve factual disputes.'** Thus, the Chief Judge recommends that the Commission order a trial-type 
evidentiaiy hearing limited to developing a factual recrad against which to ^ly a refund mefliodology. 


'^San Diego Gas & Electric Company, sJ a]., 96 FERC ^ 63,007 (2001) (Report). 
'’M., slip op. at 3. 

'*M., slip op. at 5. 
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The Chief Judge's recommended refund mefliodolc^ would begin with the price mitigation 
approach set forth in the June 19 order, with several modifications for dealing with past, as opposed to 
future, transactions. Key differences include: (1) using actual, rather than hypothetical, heat rates; (2) 
using daily spot gas prices rather than monthly bid-wedc prices; (3) separating the state's gas market 
into nonhem and southern zones; (4) excluding emission costs from the market clearing price and 
treating them as an additional expense that may be subtracted from refund calculations; and (5) not 
using the 85 percent price ceiling for non-emergency hours, and instead recalculating each hour to 
determine the amount by which actual prices exceeded the mitigated price. The Chief Judge 
recommends retaining the 10 percent credit adder for sales after January 5, 2001, and not including 
interest unless the refund amount exceeds payments that ate past due to the seller. 


Docket No. KT .01-10-000 

On October 26, 2000, Puget Sound filed a complaint in Docket No. ELOl-10-000 petitioning 
the Commission for an order capping the prices at which sellas subject to Commission jrrrisdictian, 
including seUets of eneigy and capacity under the Weston Systems Power Pool Agreement, may sell 
energy or capacity in the Pacific Northwest’s wholesale power markets. Specifically, Puget Sound 
sou^t an order that prospectively capped the prices for wholesale sales of eneigy or capacity into the 
Pacific Northwest at a level equal to the lowest cap on prices established, ordered, or permitted by the 
Commission for wholesale purchases in, or wholesale sales of eneigy or capacity to or throu^ the 
maikets operated by he ISO or the PX. The December 15 Order declined to implement a region- 
wide price cap because it found that such a pricing methodology was impracticable given the maiket 
structure in the Pacific Northwest and because complainant had not met its burden of proof to justify 
such an action. Puget Sound and others timely sought rehearing of the December 15 Ordefs 

determination not to impose a regional price or other mitigation. 

On June 22, 2001, Puget Sound filed a motion to dismiss its complaint and anotice of 
withdrawal of its complaint and its subsequent rehearing request Puget Sound explains that the June 
19 Older satisfies its complaint because it inplements price mitigation measures thiou^out WSCC. 
Several patties filed answers to the motion. Bonneville Power Administration (Bonneville) stales that 
the Commission must fiilly resolve the issues raised in the complaint regardless of whether it grants 
Puget Sound's motion, aiguing that the focus on spot maikets in the June 1 9 Order is not appropriate 
outside of California, where utilities rely on forward contracts. The City of Tacoma and Port of Seattle 


'’Puget Sound indicated that, as used in its complaint, the term 'Pacific Northwest" has the 
meaning set forth in the Pacific Northwest Electric Power Plamring and Conservation Act, 1 6 U.S.C. § 
839a(14) (1994). 

“December 15 Order, 93 FERC at 62,019. 
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jointly filed an answer opposing the motian on flie basis that dismissal would unduly piq'udice parties 
outside of California that lelied on the existaice of the complaint, and arguing that the issues raised in 
the cornplaint are an integral part of matket issues that the Commission is addressing in the SDG&E 
proceeding. 

The City of Seattle (Seattle) filed an answer and a motion to intervene out-of-time in Docket 
No. ELOl-10-000. Seattle contends that, although the June 19 Order satisfied Puget Sound's 
complaint, the Commission should keep the proceeding open because non-Califomia market 
participants have paid prices that are unjust and unreasonable, and because retaining the proceeding 
would permit the Commission gtealer flexibility in determining the scope and efiective date for refimds. 

The Washington Commission and the Attorney General of Washington stale several principles 
that they believe should guide the Commission's determination of whether and how to order refunds for 
and by the utilities in Are Pacific Northwest, is., that refunds should be symmetrical as to all purchases 
and sales, and unbiased with respect to acquisition strategies. In addition, the Attorney General of 
Washington moves to intervme out-of-time. 

On June 22, 2001, unaware of Puget Sound's motion filed on the same day, the Commission 
issued an order clarifying the June 1 9 Order to indicate that parties in the settlement proceeding were 
not limitEd to settling only California-related matters, but could also discuss settling past accounts 
related to sales in the Pacific Northwest The Chief Judge's Report stated that there was little time to 
address the issues raised by the parties in Puget Sound's proceeding and noted that they did not have 
data on unpaid balances nor on refunds due them. 

Discussion 

A. Procedural Matters 

A nuniber of entities filed late motions to intervene in this proceeding, as described below. On 
Deceiriber 28, 2000, the Southern California Water Con^jany (SoCal Water) filed an intervention in 
Docket No. ELOO-95-000, sJ aJ.^' On January 30, 2001, flie New Mexico Regulation Commission 
(New Mexico Commission) filed a motion to intervene out-of-time in Docket No. ELOO-95-000, st al, 
raising no substantive issues. On February 9, 2001, the Public Utilities Commission of Nevada 
(Nevada Commission) filed a motion to intervaie out-of-time with comments encouraging recognition 
of the regional scope of the crisis. On April 9, 2001 , the American Public Power Association (APPA) 
filed a motion to intervene and request for rehearing of the March 9 Refund Order. On July 12, 2001, 
the Washington Utilities and Transportation Commission (Wadiington Commission) filed a motion for 
clarification of its intervenor status, or, in the alternative, a motion to intervene out-of-time in Docket 


SoCal Water subsequently requested rehearing of the December 15 Order. 
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No. ELOO-95-03 1, et a]. Finally, on My 17, 2001, the People of the State of CaKfomia, ec isl. Bill 
Lockyer (Attorney General of California) moved to intervene out-of-time in Docket No. ELOO-95- 
031, stM. 

In addition, on December 26, 2000, the Oregon Public Utilities Commission (Or^on 
Commission) filed a late motion to intervene in Docket No. ELOO-10-000, stating that it had not yet 
developed a position on Puget Sound's complaint OnJanuaiy 16, 2001, the Washington Commission 
also filed a late motion to intervene in that proceeding with comments in support of Puget Sound's 
request for rehearing. The City of Seattle (Seattle) and the Attorney General of Washington filed 
motions to intervene out-of-time in Docket No. ELOl-10-000 on My 9, 2001. 

The Commission ordinarily does not pemiit late interventions afler an order has been issued, 
particularly for the purpose of requesting rehearing. However, over the course of the SDG&E 

proceeding, the Commission has expanded the scope of its focus trom just California to include the 
entire Western interconnect and also to implicate wholesale ^ot maiket transactions of non-public 
utilities. We find good cause, therefore, to grant the untimely, unopposed motions to intervene in 
Docket No, ELOO-95-000 filed by the entities described above. 

These intervenois must accept the record as it had developed as of the date of their 
intervention, and their participation in this proceeding is limited to the issues that arose after the date 
each requested to participate in these proceedings. Thus, the request for rehearing of the December 15 
Order filed by SoCal Water will be dismissed because it was not a party as of the date that order was 
issued Similarly, APPA's request for rehearing of the March 9 Reftmd Order will be dismissed 
because it was not a party as of the date that order was issued. 

In view of the interest of the Or^on Commission, the Washington Commission, the Attorney 
General of Washington, and Seattle, and the absence of any undue prejudice or delay, we will grant 
their untimely, unopposed motions to intervene. We also clarify that the coirpanies listed individually in 


See , e.g.. Southern Company Services, Inc., 92 FERC 61,167 (2000); Consolidated 
Edison, Inc. and Northeast Utilities, 92 FERC f 61,014 (2000), order denying reh'a. 94 FERC 
•(161,079(2001). 

“hr the May QF Order, we intended, but inadvertendy failed, to grant ftie timely, unopposed 
motion to intervene of Carson Cogeneration Company, LP, Mojave Cogeneration Company, LP, 
O.L.S. Energy-Camarillo, O.L,S. Eneigy-Chino, and PE Berkeley, Ihc, (collectively, QF Petitioners) 
filed in Docket No. ELOO-98-000, and the untimely, unopposed motion to intervene of Berry 
Petroleum Company in Docket No. EL(X)-95-020. We do so in this order. 
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the caption of the March 9 Refund Order ate respondesits, and thus, under Rule 102 of the 
Commission's Rules of Practice and Procedme,^ aie parties in the SDG&E proceeding. 

B. Scope of Refimds 

1. The Commission's Retroactive Refimd Authority 
a. Introductinn and Siimmaiy 

In the Commission's November 1 Order, we concluded that the EPA and the weight of court 
precedent strongly suggest that refunds prior to October 2, 2000 are impermissible undff the 
circumstances of this case, which arose in a section 206 complaint context In the December 15 
Order, we addressed prospective remedies necessary to correct market dysfunctions and to assure just 
and reasonable rates, but did not address the comments on retroactive refimd authority. We do so here 
to clarify our statutory refund authority and the scope of refunds subject to the hearing being ordered 
below. 


We have again examined the statute, its legislative histcxy and the case law, and have analyzed 
the arguments raised on this issue in comments on and requests for rehearing of the November 1 Order. 
We conclude that EPA section 206 does not peimit the Commission to require refimds of unjust and 
unreasonable rates diaiged prior to a date 60 days after the filing of a complaint or 60 days after the 
initiation of a Commission investigation on its own motion. To orda such refunds would conttavene 
exphdt refund limitations that Congress put in FPA section 206. While that refimd authority can be 
expanded in limited circumstances te.g. . where sellas have charged a rate other than the filed rate or 
where an apellate court has found that the Commission committed legal etror), as discussed below, 
none of those circumstances is present here. Thus, in the specific situation present here, we cannot 
order refunds of unjust and unreasonable rates chaiged prior to October 2, 2000, tire start of the refimd 
effective period,^ Accordingly, we wil deny the requests for rehearing of the November 1 Order 
challenging tire otdef s findings about the Commission's retroactive refund authority, is,, refund 
authority prior to October 2, 2000.^* 


^“18 C.F.R. § 385.102(c)(2) (2001). 

“The EPA, with one exception, pemrits refunds only for a period of 15 months after tire refund 
effective date. The exception is that if a pubhc utility engages in dilatory behavior in a section 206 
proceeding, tire Comtrrission can extend the refund period beyond 15 months from tire refund effective 
date. 


“To the extent parties raise the same arguments on leheariirg of the December 15 Order, we 
simflariy deny rehearing. 
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b. The Commissinn’s Rettoactive Refiind Aiiflioritv 

Several parties argue that the Commission's statutory duty to protect consumers and its broad 
legal and equitable authority to do so nequinss that the Commission remedy unjust and unreasonable 
rates for the period prior to October 2 by ordering refunds.^’ Other parties agree with the November 1 
Order’s conclusion that the Commission has no legal authority to grant refimds for overcharges prior to 
October 2.^* As discussed below, we conclride that (he Commission lacks fee authority to order 
retroactive refiinds of unjust and unreasonable rates charged prior to October 2. 

i Sections 20.5 and 206 of the FPA 


Comments 


Several parties argue feat because sections 205 and 206 of fee FPA require that fee 
Comtnission ensure just and reasonable rates, the Commission, having found the preOctober 2 rates to 
be unjust and unreasonable, is obligated to order refimds for that period They fiirther argue that the 
Commission is not prohibited from ordering retroactive refunds of market-based rates. 

Other parties aigue that neither section 205 nor 206, on its face, grants the Commission 
authority to order retroactive refunds. Thus, they maintain that the Commission may not order refunds 
for the pre-October 2 period. 

Commission Determination 

A number of parties confuse fee just and reasonable standard wife fee authority to order 
retroactive refunds of unjust and unreasonable rates. Whether rates are unjust and unreasonable is a 
separate issue fiom whether fee Commission is authorized under fee statute to order refunds 
retroactively. Under FPA section 206, if the Commisaon finds that rates no longer meet the just and 
reasonable standard, fee Commission has a statutory obligation to fix a new rate or to fix practices "to 


Comments filed November 22, 2000, by Soufeem Cahfomia Edison Company (SoCal 
Edison), Pacific Gas and Electric Coirpany (PG&E), SDG&E, City of San Diego, County of San 
Diego, California Commission, TURNAJCAN, California State Senator Morrow, Oversi^t Board, 
California Legislature, San Diego Association of Governments, 

^ ^E.g. . Comments of DOE, Enron, Calpine, Dynegy, PPL EnergyPlrrs, Reliant, Duke Energy, 
Williams, lEP, WPTF, Xcel Energy. DOE also comments that Congress should examine whether to 
amend the FPA to provide fee Commission wife authority to require retroactive refunds in the future. 
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be thereafter observed.''^® In amending FPA section 206, Congress did not give the Commissian 
authority to modify unjust and unreasonable rates lelioactively. As discussed in the Appendix to the 
November 1 Order, when Congress passed the EPA in 1935, it excluded a provision from the original 
bill that would have authorized the Commission to telroactively order reparations for charges found to 
be excessive or unreasonable if a complaint were filed within two years from the date of payment 
Courts later concluded that this exclusion Aowed fliat Congress intended that the Commission have 
authority to only grant relief in a section 206 proceeding protectively from the date of its order. See . 
e.g.. City of Bethany v.FERC. 727 F.2d 1 131 (D.C. Cir. 1984), cert denied. 469 U.S. 917 (1984). 

As a result Congress added limited refund authority to section 206 in the Regulatory Fairness 
Act of 1988 (RFA). S. Rep. No. 491, 100th Cong., 2d Sess. 3-4 (1988), reprinted in 1988 
U.S.C.CA.N. 2685. As amended, EPA section 206 restricts the Commission's authority to establish a 
refund effective date to no earlier than 60 days after the date that a complaint is filed or the Commission 
initiates an investigation. Therefore, section 206 does not pamit retroactive refund relief for rates 
covering periods prior to the filing of a complaint or the initiation of a Commission investigation, even if 
the Commission determines that such past rates were unjust and unreasonable. 

i. The Filed Rate Doctrine and the Rule Apain.st Retroactive Ralemaking 

Parties urging retroactive refunds make several atguments concerning the filed rate doctrine and 
its corollary, the rule against retroactive ratemaking. Taken togeftier, the doctrine and its coroHaiy stand 
for the propositions that a utility may charge only those rates that are on file with and ^rproved by the 
Commission, and conversely that the Commission may not alter those filed rates retrospectively. The 
arguments against the application of the doctrine and its corollary can be condensed to the following: 
the filed rate doctrine does not apply to maiket-based rates; the Commission's past market-based rate 
authorizations in California markets constituted 1^ error, and the rates charged were inconsistent with 
sellers' filed rates. According to these patties, the filed rate doctrine does not preclude retroactive 
refunds in these specific circumstances. 

(a) Whether the Filed Rated Doctrine Applies to Market-Based Rates 


Comments 

Oversi^t Board and County of San Diego aigue that the filed rate doctrine does not apply to 
market-based rates because the actual rates have not been filed with the Commission, and because 
prices fluctuate with the maiket. Accordingly, they assert that there is no fixed rate on file on which 
buyers and sellera could rely, and which would prohibit retroactive refunds. 


®16 U. S.C. § 824e(a) (1994). 
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Gtunty of San Diego contends that several principles underlying Ihe filed rate doctrine and the 
rule against retroactive ratemaking do not apply to market-based rates and, thus, are not dispositive in 
this case. Specifically, it contends that: the principle that regulated companies can charge only those 
rates of which the agency is cognizant does not apply to these facts, because the Commission no longer 
receives prior notice of actual market-based rates; the nondiscrimination principle does not apply, 
because maiket-based pricing allows utilities to sell at dififerent rates to different customers; and the 
principle of predictability is not applicable, because the matket, not a fixed rate or published formula, 
deteimines prices. Instead, County of San Diego asserts that another principle underlying the filed rate 
doctrine— the principle of reasonable expectations — is dispositive. It contends that market 
participants and the Commission clearly expected that competitive forces would be adequate to restrain 
prices in the Cahfomia markets to just and reasonable levels, whereas sellers had no legitimate or 
reasonable expectation of being able to demand unjust and unreasonable prices due to an absence of 
competition. Thus, it aigues that the reasonable expectations rationale underlying the filed rate doctrine 
supports a requirement for refunds in this case.^“ 

Cornmission Determinatinn 

Under the EPA, sections 205 and 206 are the statutory foundation for the filed rate doctrine 
and the rule against retroactive latemaking. FPA section 205(c) states; "Under such rules and 
regulations as the Commission may prescribe, every public utility shall file with file Commission, within 
such time and in such form as the Commission may designate . . . schedules showing aU rates and 

charges subject to the jurisdiction of the Commission " This provision does not distinguish between 

cost-based and market-based rates. Nor does the provision require that the Commission receive prior 
notice of market-based rates, as San Diego contends. 

As the Court of Appeals for the District of Columbia Circuit recently recognized, "[t]he 
Commission has held that traditional utilities and power maiketers who engage in market-based rate 


Comments of County of San Diego at 1 1-13. 

Contrary to County of San Diego, the rationales underlying the filed rate doctrine ^ply to 
market-based rates. First, San Diego is incorrect that Section 205(c) requires prior notice of the actual 
market-based, mrmerical rates, hr addition, the fact that a market-based tariff or rate schedule is on file 
instead of a specific, quantified rate is not dispositive, so long as buyers know (or can know by 
examining the Commission's public files) the type of rates authorized for each seller. The principle of 
predictability requires that the parties know the type of rate being used, not necessarily the exact 
numerical rate. When a buya knows market-based rates are being used, the buyer can predict that 
rates will fluctuate with difieiing conditions, and can plan accordingly. That is all that is required. Thus, 
the filed rate doctrine and its corollary, the rule against retroactive ratemaking, ^ply to market-based 
rates. 
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transactions are required to file quarterly iqxHts summarizing transactions and that these reports satisfy 
the filing requirements of § 205(c), and the court didnot question the Commission's judgment in this 
regard Consequently, the Commission's current procedures for quarterly filing of market-based 
transactions satisfy the section 205(c) filing requitements for market-based rates. The market-based 
rates at issue here were on file with and approved by the Commission. Second, in response to section 
206 complaints and our own investigation, the December 15 Order implemented a number of structural 
changes to the existing California market mechanisms to eliminate those features that were creating the 
possibility of unjust and unreasonable rates. The stractural changes satisfied our section 206(a) 
obligation to determine the just and reasonable provisions to be thereafter in force. 

We find San Diego's reasonable expectation principle not to be a tenet of the filed rate 
doctrine, but merely a restatement of our stalutoiy duty to set just and reasonable rates. San Diego's 
effort to engraft this principle into the filed rale doctrine seeks to evade the distinction, noted above, 
between our delegated authority under section 206 to find that existing rates are unjust and 
unreasonable and the statutory restriction on refunds in such cases. The filed rate doctrine cannot give 
us greater refund aufliority than that allowed in the FPA, and therefore we reject San Diego's claim that 
its reasonable expectation rationale supports a requuement for refunds in this case.^’ 

To conclude, the filed rate doctrine applies to the market-based rates at issue here, and the 
statutoiy limitations on our refund authority prohibit retroactive refunds. 

(b) Legal Error 


Comments 

Some parties argue that the Commission's maiket-based rate authorizations relied on 
determinations that the markets were conpetitive, but (hat the markets have now been shovm not to be 
cornpetitive. They argue that, by allowing market-based rates in markets that were not workably 
competitive, the Commission committed l^al enor, whidi constitutes a basis for the Commissian to 
order retroactive refunds to correct its mistakes. 

Commissinn Determination 


^^Power Co. of America, L.P. v. FEiRC, 245 F.3d 839, 846 (D.C. Cir. 2001). 

^^ See Towns of Concord, Norwood and Wellesley v. EERC, 955 F.2d 67, 73 (D.C.Cir 
1992) (rejecting argument that assumes a '"lighf ceases to exist unless it is backed up by a remedy, that 
the Commission's denying lefirnds equals the Commission's authorizitig tire utility to violate the filed rate 
doctrine This is good advocacy but the case cannot be decided on any such theory."). 
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The patties' reliance on a "legal ertoi’' flieoty is flawed. First, we disagtee that the Commission 
committed legal error by allowing market-based rates to remain in effect in CaHfomia. Rather than 
eliminate market-based rates entirely, as these parties seem to advocate, the Commission reasonably 
sought to correct the flaws that could cause unjust and unreasonable rates in certain conditions. The 
December 15 Order contained a number of remedial measures designed to correct those flaws. As 
found by the Ninth Circuit, "EERC's actions, taken together, appear to be fully consistent with § 
206(a)."^‘' Thus, we disagree that the Commission's approach can be considered to constitute legal 
error. 


Second, while we recogni 2 e that retroactive refunds can be ordered where a court reverses a 
non-final Commission decision on the maits,^ the parties have challenged the Commission's original 
decisions to grant market-based pricing authraity to various applicants. Those orders have, however, 
become final and non-appealable under EPA section 313, and thus courts would lack jurisdiction to 
review those decisions. Third, to the extent that the parties are raising questions about the operation of 
specific sellers' exercise of maricet-based pricing, those cases must proceed under section 206, as, in 
fact, this case does. In a section 206 complaint, our refund authority is confined by the statutory 
language to commence 60 days after the complaint was filed, or October 2, 2000 in the instant case. 
We do not see how a court could find legal etror in our decision to follow the statutoiy requirement 

(c) Whether the Rates Oharped Were Inconsistent with a Competitive 
Market Rate 


Comments 

Several parties argue that market-based rates are just and reasonable only if the market is 
sufficiently efficient and sufficiently fiee from ftie ability of market participants to exercise market power 
so that actual prices charged in the maikeplace ^proximate the "trae" market price, Ls., the price that 
would obtain in a hypothetically "My corrpetitive" and efficient market. The parties aigue fliat ftrere 


hr re: CaHfomia Power Exchange Corp., 245 F.3d 1110, 1121 (9th Cir. 2001). 

Uirited Gas v. Gallery Properties, 382 U.S. 223, 229 (1965) (while the Commission has 
no power to nrake reparation orders, its power to fix rales being prospective only, it is not so restricted 
'where its order, which never became fiital, has been overturned by a reviewing court); Reynolds Metals 
Co. V. FERC, 777 F.2d 760, 763 (D.C. Cir. 1985)(same). See also Tennessee Valley Mun. Gas 
Assn. V. EPC, 470 F.2d 446, 453 (D.C. Cir. 1972) (granting of refunds did not violate anti-reparations 
language in the statute which was designed to protect established expectations under legally estabKshed 
rate schedules. One "cannot claim justifiable tdiance or protectable expectations based on 
[Commission] action which was illegal"). 
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was an iirpKed condition in the seller aufhorizalions,^* or that the market power conditions of market- 
based rate authorizations are analogous to an implied conttact between seller and buyer, such that if a 
seller were found, after-the-fact, to have eKerdsed market power, this would be deemed a violation of 
the sellefs market rate tariffs and subject the seller to retroactive refund liability. They contend that the 
exercise of market power resulted in prices well above what would prevail in a woikably competitive 
market, and, accordingly, prices chatged by sellers during the summer of 2000 are contrary to the filed 
rate authorizations, and refunds should be ordered^* 

The parties further argue that the Ccmmission may order retroactive refunds where the rates 
charged exceed the filed rate or for violations of the conditions of sellers' market-based rate authority. 
In support, they cite cases in which the Commission ordered: disgorgement of profits for a period prior 
to the initiation of the Commissioris complaint as a sanction against a public utility that violated the 
standards of conduct that were contained in its market-based tariff, refunds for monies illegally 
recovered through a fuel adjustment clause; refunds when the utility charges inpermissible costs tiirough 
a filed formula rate; and disgoigement of scane revenues resulting trom a transaction that lacked 
necessary Commission authorization.^® 

Other parties assert that the tales charged this surrrmer comport with tire filed rate doctrine, that 
thae is no evidence that seUeis chatged rales that were not in corr^iliance with the tariffs on file, and 
that sellers must be able to rely on the finality of filed rates. 

Commission Determination 

We agree that the Cominission may take retroactive action to address circmnstances where a 
seller did not dhaige the filed rate or violated statutory or r^ulatory requirements or rules in applicable 
rate tariffi.'"’ However, it has not been demonstrated that any conditions or limitations of seUets' 


^‘E.g.. Comments of PG&E; Rehearing of PG&E. 

^’Comments of City of San Diego. 

^*These parties do not define a "fully cottpetitive” or "woikably competitive" market 

^®Rg.. Comments of PG&E, Overaight Board, City of San Diego, California Commission, 
SDG&E, County of San Diego; Rehearings of SDG&E, PG&E, Oversight Board. 

‘‘“For example, in Washington Water Power Co., 83 FERC H 61,282 (1998), the Commission 
imposed sanctions firr violations by Washington Water Power Con^rany (WWP) and its power 
marketer affiliate Avista Energy, Inc. (Avista), of Avista’s nraiket-based rate order, specifically the 
affiliate conduct, OASIS and Standards of Conduct requirements. Avista was required to disgorge its 

(continued...) 
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market-based rate tariffs have been violated. The conditions hypothesized by the parties are not 
evident fiom the maiket-based rate schedules oc our ordeis. Thus, there is no basis for finding that the 
selleis acted inconsistently with Commission-filed tariffs or with specific requirements in their filed rate 
authorizations. To the extent the Commission found that changed conditions in CaHfbmia created the 
opportunity for unjust and unreasonable rates, it remedied those problems prospectively. If it finds that 
refunds are appropriate, it can order refunds in accordance with the RFA refund effective date. 

E Whether Sellers' Maiket-Ba.sed Rate Authorizations Were Provisional. 
Makinn the Rates Being Charged Subject to Retroactive Adirrstment 


Comments 

The Califorttia Commissian argues that the Commission may order lefonds without violating the 
filed rate doctrine or the corollary rule against retroactive ratemaking if buyers and sellers were on 
notice that the rates being charged woe "provisional," and might be subject to adjustment in the future. 
It argues that the Commission's early Califomia electric restmcturing orders contained qualifications that 
indicate that these decisions were provisional, and which warn that the structure and dynamics of the 
markets and their resulting rates were subject to adjustment or revision. It cites the November 1996 
order (authorizing the establishment of the PX and the ISO) as characterizing the Commissioris 
detemiination as "conditional" and "preliminary." See PO&E. et al. . 77 FERC 1 61,204 at 61,793 
(1996). It also cites the October 1997 order authorizing the PX and the ISO to commence operations, 
PG&E. et al . 81 FERC T[ 61,122 at 61,435 (describing such authorization as "interim" and 
"conditional"); the December 1997 order authorizing the transfer of operational control of jurisdictional 
fecilities, PG&E. et al. . 8 1 FERC f 62,2 10 at 64,473 (expressly reserving the right to "place further 
conditions on the transfer for good cause shown."). Thus, according to the Cahfomia Commission, 
there was nothing certain on which buyers and sellers could have justifiably relied Accotidin^y, there 
was no predictability as to what rates were being protected by the filed rate doctrine and rule against 
retroactive latemaldng.''* 

Oversight Board argues that the controveisy over the hi^ prices during the spring and summer 
of 2000 effectively put sellers on notice that their rates would be challenged, is., no reasonable seller 
would believe that their rates would go unchallenged 


‘’“(...continued) 

profits from the power sale at issue, and Avista's market-based rate authority was suspended 
prospectively for six months with respect to any power sale requiring the use of WWP's transmission 
system 


‘” See also Comments of PG&E, SDG&E. 
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While it is coiiEct that the Commission issued conditional oideis on the lestracturing and 
indicated that future changes might be made, the conditions went to the restructuring and the market 
rules, which were at that time not entirely finalized and were being implemented in phases. The 
Commission did not make changes to the individual sellerk market rate authorizations. The individual 
market-based rate applications were not made subject to a retroactive refund obligation when 
accepted, and the applicants had no reasonable expectation of such an obligation.'*^ The orders give 
no indication that the Commission would considerretroactively changing rates. The conditions in the 
authorizations were very explicit, and indicated only that the Commission would revoke market rates if 
the seller acquired market power, not that it would retroactively change the rates.'*^ Further, nothing in 
the restructuring or market rule orders indicates that the Cotrrmission was placing such a condition on 
sales into the ISO or PX. 

Moreover, the mere existence of rrncertainty or expectation of future controversy concerning 
sellers' rates would not serve to establish a ds facto refund effective date for purposes of retroactive 
refunds. As discussed above, the establishment of a refimd effective period is governed by the statute. 
As the instant matter arose from a complaint under section 206, we must look to that provision. Its 
terms specifically provide that the refund eSective date is triggered by the filing of a complaint or the 
initiation of an investigation by the Commission. Section 206 does not provide for constructive notice. 
The refund effective date of October 2, 2000 is consistent with the statutory framewoik. 

iv. Section 309 Authority 


Comments 

Several parties argue that there is substantial evidence that sellers were unjustly enriched by 
ISO and PX prices above competitive levels because sellers exercised or benefitted fium 4ie exercise 
of maiket power. They cite the StafFReport and the maiket monitoring reports prepared by 
California's independent maiket monitors.'*'* They aigue tiiat the Commission has broad aufliority under 
section 309 of the EPA to restore the status quo and prevent unjust enrichment In effect, they argue 


‘*^By comparison, with respect to costs collected Ihrou^ fuel adjustment clauses, acceptance 
of Commission authority to adjust such charges after-the-fact is a condition of acceptance of the fuel 
adjustment clause filings. 

‘*^ E.g.. Louisville Gas and Electric Company, 62 EERC H 61,016 at 61,143 n 15 (1993). 

'*'* See. e.g. . Comments of SoCal Edison, citing the study attached as Exh. A to its comments 
(Paul Joskow and Edward Kahn, "A Quantitative Analyas of Pricing Behavior in Califomia's 
Wholesale Electricity Market During Summer 2000" (Nov. 21, 2000)). 
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that section 309 gives the Commission retroactive refund authority for past unjust and unreasonable 
rates. They dte Niagara Mohawk Power Corp. v. FPC. 379 F.2d 153, 158 (D.C. Cir. 1967) 
(upholding decision to backdate a hydro Kcanse, and tints require back payments from a licensee who 
had failed to obtain its license prior to constructing hydro facilities); Mesa. Petroleum Co. v. FPC . 441 
F.2d 182 (5th Cir. 1971) (requiring a gas siqrplier to pay a purchaser the difference between what the 
purchaser would have paid under its contract with tire supplier and the amounts it actually had to pay 
for replacement gas when the supplier abandoned the contract without Commission approval); and 
Louisiana Public Serv. Comm'n v. FERC . 174F.3d 218, 224 n.6 (D.C. Cir. 1999) ("[t]he 
Commission's authority to order refunds of amounts improperiy collected in violation of the filed rate 
derives from FPA § 309."). These patties urge the Commission to use FPA section 309 to order 
equitable relief that requires sellers to repay buyers the profits above competitive levels that the sellers 
received as a result of the exercise of market pcrwer.'*® 

Oversight Board further asserts that section 4(i) of the Communications Act is analogous to 
section 309 of the FPA and that a court interpreted section 4(i) as confening upon the Federal 
Communications Commissian (FCC) authority to order retroactive refunds, even though sections 204 
and 205 of the Communications Act, which it stales are analogous to sections 205 and 206 of the FPA, 
do not authorize the FCC to order retroactive refunds. 

SDG&E argues that the imposition of sanctions by the Commission may provide the only rrEans 
to remedy abuses of market power by sellers. It expresses concern that courts may rule tiiat antitrust 
claims and state law claims alleging iquty due to unlawfully high prices - even if those prices are shown 
to have resulted fixim price-fixing collusion by sellers - would be preempted by file filed rate doctrine. 
It asserts that the Commission should investigate whettia, and which, sellers have engaged in 
manipulative conduct including, but not limited to, the submission of phantom schedules to create 
apparent transmission congestion, the export and later re-importation of power to evade PX and ISO 
price caps, and the aggregation of significant amounts of stqiply from multiple sources by one scheduling 
coorriinator for composite bidding in the wholesale markets. According to SDG&E, sellers who 
engage in such market abuse shorrld be sanctioned by disgorgement of profits that resulted from such 
abuse. 


Comments of PG&E, SoCal Edison; Rehearings of SDG&E, PG&E. SoCal Edison dtes 
Order No. 637-A, in which the Commission expressly did not make natural gas transportation rates 
subject to refund because it could rely on its authority to afford relief pursuant to section 16 of the 
Natural Gas Act (NGA), which is analogous to section 309 of the FPA Ss Regulation of Natural 
Gas Transmission Services and Regulation of Intastate Natural Gas Transportation Services, FERC 
Stats. & Regs. ^ 31,091 (2000), order on teh'g. 91 FERC H 61,191 (2000), appeal pending sirb nom. 
Process Gas Consumers v. FERC, No. 00-1217 (D.C. Cir. filed May 26, 2000). SoCal Edison 
argues that the Commission could apply section 309 similariy in this case. 
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Oversight Board argues that the Commissioii's Mure to address the legal issue of reftmd 
authority for the period prior to October 2, 2000 creates uncertainty and prevents resolution of the 
issue on appellate revievr. 

Commission Determinatinn 

The remedial authority under section 309^* is designed to fill in gaps where the FPA is silent, 
not to rewrite the explicit Congressional delegations of authority and explicit limitations on that authority. 
Section 309 and similar provisions "authorize an agaicy to use means of regulation not spelled out in 
detail, provided the agency's action ccmfcams with the puiposes and policies of Congress and does not 
contravene any terms of the Act.” Niagara. Mohawk. 379 F.2d at 158. Here, as we have reiterated. 
Congress explicitly delineated the extent of our refund authority under EPA sections 205 and 206. We 
do not read section 309 to pemiit us to go beyond that delegation. 

Courts intetpreting EPA section 309, and its counterpart NGA section 1 6, have indicated that 
"[b]oth sections are of an implementaiy raflier than substantive character. . . . These sections merely 
augment existing powers confened upon the agency by Congress, they do not confer independent 
authority to act." New England Power Co. v. FPC . 467 F.2d 425, 430-3 1 (D.C. Cir. 1972), afPd . 

415 U.S. 345 (1974).“*’^ Contrary to what the parties here seem to suggest, section 309 is not an 
independent source of authority that allows the Commission to expand its authority beyond that allowed 
in its governing statutes: 

The substantive provisions of the [NGA] contonplate certain procedures, as incident to 
the functions provided The range of permissible procedures must be derived from 
these sections, sections like section 4 and 5 of the [NGA], and the functions they 
describe. Section 16, which uses a broad generality of "necessary and appropriate" 
that is not rooted in a function, cannot enlarge the choice of permissible procedures 
beyond those that may feiriy be inplied fiom the substantive sections and the functions 
there defined 

Mobil Oil Corp. v. FPC . 483 F.2d 1238, 1257 (D.C.Cir. 1973). The parties here seek not to 
introduce new procedures under FPA section 309, but to ailaige the substantive refund limitations in 
section 206 by expanding the refund period If section 309 cannot be used to enlarge the permissible 


FPA section 309 states in pertinent part "The Commission shall have power to perform any 
and all acts, and to prescribe, issue, make, amend and rescind such orders, rules, and regulations as it 
may find necessary or appropriate to carry out the provisions of this Act." 

Accord e.g.. McCombs v. FERC, 705 F2d 1177, 1184-85 (10th Cir. 1980); Murphy Oil 
Corp. V. FPC, 431 F.2d 805, 810 (8th Cir. 1970). 
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procedures under the EPA, as Mobil found, flien it smdy cannot be used to expand the substantive 
provisions of the Act 

Oversight Board's reliance on New Bnpland T elephnne & T elegraph Co. v. FCC **^ is 
misplaced. Although the Communications Act ("CA") contains s imilar provisions to EPA sections 205, 
206, and 309, the statutory language differs in sevaal rejects as does the underlying regulatory 
approaches of the two Acts. The FCC in that case addressed different drcumstances from those we 
face, in particular in that case the FCC used its powers to "prescribe rates of return," rather than to 
prescribe overall rates.''* That prescription was upheld urtder CA section 4(i), analogous to FPA 
section 309, despite a finding that "[CA] section 205 does not authorize the Commission to prescribe 
rates of return," Nader . 520 F.2d at 203, as being consistent with the purposes of CA section 205. M. 
at 204-05. 

Importantly for this question, at the same time it prescribed a rate of return, the FCC stated that 
"the filing of a tariff designed to produce a rate of return in excess of [the allowed amount] is prima. fade 
unlawful." Id. at 205 n. 25. This, the Court stated, meant "the Commission retains full latitude to order 
refunds on all other grounds," excqrt that the allowed rate of return was too high. Id. Subsequently, 
when the FCC fbrmd that AT&T had earned a rate of retom in excess of the allowed amount and 
ordered refunds, the court upheld this determination as "a straightforward and legitimate means for the 
Commission to enforce its 1 976 rate-of-retum prescription.'®® The Court found that this did not 
represent retroactive ratemaldng "because the carnets' obligations were set prospectively in 1976, 
when the Commission forbade AT&T from earning more than 10%, " the allowed rate of return.®' As 
file FCC had set the 1976 rate of return prescription under its CA section 4(i) authority, it "properly 
exercised its authority under section 4(i) to remedy the violation by ctdering rate reductions in Are 
amount of AT&Ts excessive earnings in 1978." M- at 1 1 09. 

There is no parallel in the instant case. The Commission did not use its FPA section 309 power 
to establish individual maiket pricing authorizations. Nor did it set an objective standard against which 
market pricing standards would be measured cr indicate that any price above that standard would be 
considered prima facie excessive. Thus, none of the elements that allowed the FCC to use its CA 
section 4(i) power to order refunds are presented here. Consequently, use of EPA section 309 as a 
means now to order retroactive refunds cannot be justified in face of the statutory limitalions found in 
section 206. 


“*826 F.2d 1101 (D.C. Cir. 19871 cert, denied. 490 U.S. 1039 (1989). 

“*826 F. 2d at 1109-10 and 1 104-05; Nader v. FCC, 520 F.2d 182, 204 (D.C. Cir. 1975). 
®"S£s826F.2datllll. 

51 


Id. at 1108. 
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c. Equitable Relief 

PG&E proposes that, as an equitable alternative to price adjustments and refimds for the past 
period, the overcharges occurring prior to October 2 be quantified and amortized over a period of 
time, with the costs to be recovered from powa sellers in California through an adjustment to their 
future bids in the ISO and PX markets. PG&E maintains there are precedents in the gas and electric 
industry for doing so. PG&E notes that the Commission's restructuring of the natural gas pipeline and 
electric industries permitted recovery of costs resuWng from a fundamental change in market rules and 
regulatoty policies. According to PG&E, a finding that the overcharges of the summer relate to flawed 
market rules and regulatory policies rather than tariff violalians makes it equally appropriate that there 
be recovery of the unjustly incurred costs for buyers of power in California. It asserts that the profound 
changes in industry rules, brought cm by the fundamental shift in regulatory policy in California and at the 
Commission, required that the California lOUs buy power on the volatile spot market They were 
required to participate in the new industry structure, and they have incurred unprecedetited costs as a 
result, according to PG&E. 

lEP contends that market participants cannot manage or hedge the risks associated with the 
November 1 Order’s equitable solutions proposal and that the proposal only invites litigation and 
exacerbates uncertainty that will harm California. If the Commission retains the equitable solutions 
proposal, DiP argues that the Commission must clarify that it is a temporary transition device only and 
that it will end on a date certain and not be subject to reopening 


Commissinn Determination 


The electric and gas restracturing cases cited by PG&E are different fixim ftiis case. They 
involved a change in regulatory scheme and allowed utilities to recover costs incurred under tiie pre- 
existing regulatory scheme. Order No. 637-A, cited by SoCal Edison, is also different fiom this case, 
because the equitable leUef provided for in the rule under section 1 6 of the Natural Gas Act pertains to 
remedies for specific violations. Similarly, other cases cited by the parties involved sanctions for 
violations of explicit statutory commands.®^ 

2. Refund Liability Should Apply To All Sellers of Energy In.Ga]iftimia 


^^ Niagaia Mohawk (constructing a hydro fodlity without a license). Mesa Petroleum 
(abandonment without prior Commission approval), and I rxiisiana Public Serv. Comm'n (collections in 
violation of filed rates). 
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The Comtnission has determined that all seUas of energy in the California ISO and PX ^t 
markets should be subject to refund liability for the period beginning October 2, 2000.*^ We have 
decided to extend refund liability to public and nrai-public utility sellers based on our review of the 
controlling law, the involvement of both types of sellejs in the California centralized ISO and PX spot 
markets, and the equities of flie situation. Non-public utilily sellets as well as public utility sellers of 
electric energy in fliose California markets contributed to and benefitted from the dysfunctions that 
offered the possibilities for the market abuse under certain conditions, on which the call for refunds are 
based, hr these circumstances, as discussed below, we conclude that although we do not have direct 
regulatory rate authority over power sales by non-public utilities, we do have authority to order them to 
abide by the market rules we have establi^ed and to make refunds of unjust and unreasonable rates for 
sales pursuant to those market rules. Accordingly, PG&E's, SoCal Edison's, and SDG&E's requests 
for rehearing of the March 9 Refund Order seeking refund liability for non-public utilities will be 
granted 


a. Statirtnrv Framework 

Analysis of the Commission’s authority begins, as it must, with the EPA statutory language. The 
refund obligations at issue relate to the sale of electricity for resale in the Caltfomia ISO's and PXs 
interstate spot markets. The Comirtissioris authority, imder FPA section 201(b), encoitpasses "the 
sale of electric energy at wholesale in intestate comnrerce." hr the restructured California market, all 
sales into the PX or ISO meet tors definition. See also FPA § 201(b)(2) (defining wholesale sales). 

The wholesale sales of electricity here thus fall within the subject matter of the Commissioris statutory 
audiotity. 

The question at issue involves the interplay between that subject matter jurisdiction and flie 
express limitations on FPA jurisdiction to public utilities. The Commission's authority under EPA section 
206(a) is limited to rates "collected by any public utility for any ... sale subject to the jurisdiction of the 
Commissian." FPA section 201(d)(2)(f) provides that, except where specifically stated otherwise, no 
provision of Part II of the FPA applies to "the United States, a state or any political subdivision of a 
state, or any agency, authority or instrumentality of any one or more of the foregoing"). 

b. EERC Has Jurisdiction Over the Sutiiea Matter of The Sales At.Issue 


While the Commission in other orders and in other contexts has stated that it does not have 
jurisdiction over non-public utilities under sections 205 and 206 of the EPA, we have le-examined our 
authority in the particular circumstances presented here; a centralized single clearing price auction that 
sets wholesale prices for both public utilities and non-public utilities, pursuant to market rules set by this 
Commission and administered by public utilities subject to fliis Commission's jurisdiction (the California 
ISO and PX). 
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At issue is whether the Commission can assat jurisdiction over the California ISO and PX 
wholesale electricity markets in a manner that encompasses non-public utility sellers that are not subject 
to our direct jurisdiction under FPA sectim 206. Under the specific circumstances presented, we 
conclude that such jurisdiction may properly be asserted ovo" non-public utility sellers of energy. 

Under the single price auction mechanism that operated in the centralized ISO and PX spot markets, all 
sellers agreed to accept the same clearing price for any givai sale. From the time the Commission 
acted on SDG&E's complaint, all sellers into those markets were on notice that those clearing prices , 
and the market rules that set the clearing prices, wae subject to change if they were formd to be unjust 
and unreasonable. For example, Are Novemba 1 Order states: "... if the Commission finds that the 
wholesale markets in CaHfomia are unable to produce competitive, just and reasonable prices ... we 
may require refunds for sales made during the refund effective period'®'* 

Our action here establishes a revised method for calculating the just and reasonable clearing 
prices to be applied in those markets for the period b^inning 

October 2, 2000. This is pursuant to the Commission’s authority under FPA section 206 to fix the just 
and reasonable rate. Our action thus revises the market clearing prices that all market participants 
previously agreed to accept for their sales, hr this context, we see no reason to treat non-pubKc utility 
sellers differently, as they are receiving the same price, the just and reasonable market clearing price 
established pursuant to market rules approved by this Commission, that they expected to obtain for 
their wholesale sales into the centralized ISO and PX spot markets. 

When faced with a similar question under the Natural Gas Act, the D.C. Circuit concluded that 
the Commission could exert rate authority over non-jurisdictional entities to fulfill its statutory 
responsibilities regarding the subject matter of its NGA jurisdiction. In United Gas Distribution Cos, v. 
F^C . 88F.3d 1105 p.C, Cir. 1996), local distribution congtanies and municipalities, both of whom 
are exempt fiom NGA jurisdiction, ohaHaiged application of FERC’s open access rules to their release 
of their own capacity on a pipeline system. The court focused on the subject matter of the ttansactian, 
not the parties involved, to determine the Commission's auflioiity to act The court found that, 
notwithstanding the LDCs' exerrqttion from the NGA, "flie Commission's jurisdiction attaches to flie 
subject of the capacity release transaction: interstate transportation ri^ts." 88F.3dat 1152. Further, 
the court found that exenrpting LDCs would allow them to engage in capacity release "without regard to 
the prineiples of open access and nondiscrimination that are at the heart” of the program M. That result 
woirld be "directly contrary to Congress' intent in enacting the [NGA]." M- Consequently, the court 
foirnd the Cottrmission properly included UDCs within the regulatory plan to further the statutory goals. 

Similarly, here, Commission jurisdiction attaches to the subject matter of the affected 
transactions: wholesale sales of electric energy in interstate commerce throu^ a Commission- 
aufhorized and Commission-regulated centralized clearinghouse that set a market clearing price for all 


^“*93 FERC at 61 .370: see al.so December 15 Order, 94 FERC at 62,010-11 (same). 
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wholesale seller participants, including ncm-public utilities. Exanpting transactions involving non-public 
utility sellers Irom refund scnitiny here would allow diem to make such sales without regard to the just 
and reasonable standard that applies to the maiket clearing price admiiiistered by the ISO (and 
previously by the PX), and that pervades all Commission latemaking policies. 

It is noteworthy that CaEfomia may not regulate out of state sellers and has declined to regulate 
California non-public utilities' sales in the Cahfania centralized ISO and PX spot markets. As a result, 
absent EERC jurisdiction, a regulatory gap for these sales could exist. Such a result could preclude us 
from protecting consumers from exploitation in fliese markets, one of our statutory objectives under the 
FPA 


For essentially the same reasons, die court in IlDC found the Commission could require 
compliance widi its capacity release regulations from municipalities. 

FERC may, consistent wifli the NGA, require municipalities to comply with its capacity release 

regulations EERCs transportation jurisdiction extends as a separate matter over capacity 

release given the involvemait of interstate gas ninehnes . The pipelines' role in capacity release 
is absolutely central, and the transaction itself controls access to interstate transportation 
capacity, entirely independent of the jurisdictional nature of the releasing and replacement 
shippers. 

88 F.3d at 1 154 (emphasis in original; footnotes omined). The court also found "compelling" that prior 
to adoption of the Commission's capacity release program, neither jurisdictional nornon-jurisdictional 
entities could release capacity. Thus, as the Commission set up the program that benefitted both 
jurisdictional and non-jurisdictional parties, it could establi A rules by which dl parties must abide. Id. 

Here, the central transactions, wholesale sales of energy in interstate commerce, were governed 
by FERC-approved rules and a FERC-jurisdictional ISO and PX. Those transactions tiius M witiiin 
EERCs jurisdiction regardless of the jurisdictional nature of the sellers or buyers. Further, the 
centralized wholesale spot electricity maikets operated by the California ISO and PX were establi Aed 
(and have been modified) subject to FERC review and approval. Because the maiket did not exist 
prior to EERC authorization, all those who participated in the market had to recognize the controlling 
weight of FERC authority. Moreover, it is fair that all those who benefitted from this market also bear 
responsibility for remedying any potential unlawful transactions that might have occurred in fire market. 

Non-public utility sellers in the California market entered into various arrangements tiiat 
acknowledged the Commission's authority over the centralized transactions. For example, in Pacific 
Gas and Electric Co. , gt^, 82 FERC 
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f 6 I 326 (1998), many non-public utility sdte aocqjted aFERC-authorized, pro - ftma Scheciuling 
Coordinator Agreement. Id. at 62,283.^® Among the obligations under the Agreement, parties agreed 
"to comply with the terms and conditions of the ISO Tariff and ISO Protocols." Id. For the PX, the 
Commission required that parties sign a FERC-authorizEd, pro - lhrrra. Participation Agreement 
California Power Exchange Corp .. 83 FERC f 61,186 (1998). Against opposition, the Commission 
concluded that the Participation Agreement and "the services provided under the PX Tariff ate 
jurisdictional." Id.at61,771. The Commission indicated fliat the Agreement "is the contract under 
which the CaHfomia PX provides these services to its customers" and, as such, could be required to be 
filed in accordance with EPA section 205(c). Id. A large number of non-public utility seleis executed 
the Participation Agreement. See , e.g. . PX letter filing of January 25, 2001 (index of parties who 
executed the Agreement as of December 31, 2000). 

Placing jurisdictional and non-jurisdictional seUets on the same footing for refund puiposes 
promotes the underlying goals of the FPA Under California's restructuring system, interstate, 
wholesale sales of electric energy were transacted largely throu^ hotrrly single price auctions, which 
meant that all bidders into these spot markets received the same price for a specific sale. In fact, prior 
to Commission modification, Cafifomia public utilities were required by California to transact exclusively 
throu^ the PX rmder the mandatory buy/sell rule. 

Consequently, if the price for a specific sale is fotmd to be unjust and unreasonable, then aU 
sellers who obtained that price received an imjust and unreasonable rate. To the extent the 
Commission determines refunds are an appropriate remedy for that sale, consumers can only be made 
whole by refunds fiom all sellers who received the excessive price.®* As non-public utility sellers of 
energy and anciUaiy services accounted for up to 30 percent of all sales in the CaKfomia centralized 
ISO and PX spot markets, excluding them fiom a potential refund remedy could have a seriotrs 
detrimental ef^ on consumas. 

3. Refund Liabilitv Can Apply From October 2, 2000 Through June 20. 2001 

The above discussion also largely disposes of any claim that tire Commission is impermissibly 
applying refund liability to non-public utility sellers bxk to the October 2, 2000, refund effective date 
that we previously announced Because refund obligations relate to factual issues concerning past 


One such seller was City of Los Angeles, Department of Water & Power, whose Agreement 
was docketed as ER98-1934-000. Id. 

®*We note that non-public utilities le.g. . Turlock Irrigation District and the City of Burbank) are 
seeking refunds for what they perceive are excessive charges paid in these markets. Under the maxim 
that those who seek equity must do eqrrity, McOitiddv v. Ware . 87 U.S. 14,19 (1873); In re 
Gardenshire . 209 F.3d 1 145, 1 152 n. 1 1 (9th Cir. 2000), it would only be fair that these same utilities 
be wilting to pay refunds related to any excessive amounts they may have coUectsd 
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periods, their resolution is considered to be adjudication. AtJ'udications are generally given retroactive 
effect See Harper v. Virginia Dept, of Taxation. 509 U.S. 86, 94-95 (1993)(referring to "the 
fundamental rule of retrospective operation that has governed judicial decisions for near a thousand 
years"). The Court has declined to accept equitable reliance as grounds for limiting the retroactive 
application of an adjudicatory decision. "The fedaal law applicable to a particular case does not turn 
on whether litigants actually relied on an old rule [or] how they would suffer from retroactive application 
of a new one." Id. at n.9 (citation and quotaticai marks omitted). 

Of course, in the instant matter, as escplained above, the non-public utility sellers were well 
aware that these transactions involved wholesale sales of electricity subject to EERC jurisdiction. 

These sellers had executed the pm fornia. agreements establMied by the Commission that indicated, in 
part, their willingness to comply with the tanms of the FERC-jurisdictional ISO or PX tariffs. These 
factoB undermine possible claims fliat nompublic utility sellar of energy could reasonably have relied 
on their sales for resale of electricity into the centralized interstate California ISO and PX spot markets 
not properly being subject to EERC jurisdiction. 

The Supreme Court's discussion of retroactivity arose in the context of jttdidal adjudication, but 
the same principles counsel strongly for like treatment in agency adjudications. See Southwestern 
Public Service Co. v. EERC . 952 F.2d 555, 563 (D.C. Cir. 1992) (indicating EERC "should take 
note" of recent Supreme Court case that "may forbid agencies to apply rules with selective 
retrospectivity.") (citation omifted). The D.C. Circuit also recently indicated that selective retroactivity^^ 
for remedial purposes "breaches the principle that litigants in similar situations should be treated the 
same, a fundamental corriponent of stare decisis and the rule of law generally." Natl Fuel Gas Supply 
Corp. V. EERC . 59 F.3d 1781, 1789 (D.C. Cir. 1995)(citation omitted). Here, as discussed above, 
public utility and non-public utility seEas under (he single price auction ^stem used in the affected 
markets were similarly situated regarding the price they received for their sales for resale of electricity, 
and thus ^ould be treated similarly in the consideration of whether refunds should be required. 

The D.C. Circuit has, however, expressly declined to require that agency adjudications 
enforcing agency decisions ^ly retroactively. See . e.g. . Power Corp. of America . 245 F.3d at 847. 
Instead, the court applies a five-part test for deciding if retroactivity is inappropriate. Williams Natural 
Gas Co. V. EERC. 3F.3d 1544, 1553-55 (D.C. Cir. 1993); .see Retail Wholesale & Dept Store 
Union v.Nl.RB . 466 F.2d 380, 390 (D.C. Cir. 1972)(one formulation of criteria). Under these 
criteria, our deteimination that non-public utility sellers of energy in the California market can be liable 
for refunds should apply retroactively. 

The initial criterion asks whether the issue is are of first impression. We have no trouble finding 
that the instant question is, given that California was the first state to restracture its electricity market 


®’That is, prospective application for some, and retrospective application for others. 
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and the Commission had never dealt with madst-wide refunds in a single price auction for widespiead 
centralized spot purchases of wholesale eleciricify in inteistate commerce. The next criterion looks to 
whether Commission action seeks to fill a void in an unsettled area of the law. For the same reasons 
mentioned in the first criterion, this factor wei^ in favor of retroactivity. The Commission seeks to 
redress a previously unencountered situadrai in a manner that furthers the underlying purpose of the 
FPA. 


The third criterion asks the extent to which parties relied on the old rule. Here, there was no 
old rule to apply to the precise situation. But, in any event, ncsi-public utility selleis should have 
recognized their sales for resale into the centializEd ISO or PX spot markets were the subject of EERC 
jurisdiction and scrutiny. Among other things, FERCs investigation into the ISO and PX market 
practices and rules, with indications in the August 23 Order that possible remedies included changes to 
the maiket clearing price mechanisms and refunds, should have alerted non-pubKc utility (as well as 
public utility) sellers of FERCs authority over their sales in those markets. Moreover, those sellers 
signed FERC pro foima agreements that indicated their willingiess to comply with FERC-aufhoiized 
tariffs. 


The fourth and fifth criteria also weigh in favor of retroactivity. Ordering non-public utility 
sellers to refund amounts received in excess of just and reasonable rates does not impose an unfair 
burden, but merely place those sellers in the same position as public utility sellers. Finally, the statutory 
interest in protecting consumers against exploitation is furthered by subjecting non-public utility seleis, 
who represent up to 30 percent of all sales into the California ISO and PX spot maikets during the 
applicable time period, to possible refund liability to the same extent as public utility sellers. Otherwise, 
consumers will not be made whole for any prices found to be excessive. Moreover, fundamental 
fairness dictates that in the context of a single price auction, where all bidders received the same price 
for a specific sale, all those parties should now bear the responsibility of refunding any amounts found to 
be unjust and unreasonable. 

fo short, the balance tips decidedly in ftvor of retroactive application of refund liability to 
October 2, 2000, for all sellers in the California ISO and PX spot maikets. 

4. nWR Transactions 

By motion dated March 1 , 200 1 , the Oversight Board requested clarification and extension 
of the December 1 5 Order, arguing that DWR bilateral contracts should be subject to refund. These 
contracts became an issue when, on January 17, 2001, the Governor of California issued an emergency 
proclamation giving DWR authority to enter into arrangements to purchase power. DWR began 
purchasing under this authority the next day. DWR has purchased substantial amounts of energy in the 
ISO's Inibalance Energy maiket and is in the process of executing long-term purchases. The California 
Commission and SoCal Edison supported the motion. Numaous other parties opposed the motion, 
contending that the relief sought would be inconsistent with the otjectives of the December 15 Order 
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and because the proposed changes to parties' market-based rate authorizations would have to be 
considered under FPA section 206. 

Subsequently, a number of parties filed comments on the Qiief Judge's Report arguing that the 
DWR bilateral contracts should remain outside the scope of the Commission's refund orders given that 
these transactions represent bargained-for exchanges between willing buyers and sellers (with DWR 
picking and choosing the transactions it wanted, exadsing discretion and exhibiting price response).®* 

We believe imposing after-fhe-fect refund liability on Califoinia transactions outside of the 
centralized ISO and PX markets is unjustified This is particularly trae in the instant proceeding when 
the Commission consistently encouraged CaKfomia load saving entities to acquire a balanced portfolio 
of short, medium and long-term contracts. Expanding the scope of transactions subject to refund over 
the period October 2, 2000, through June 20, 2001 to include transactions outside the ISO and PX 
centralized markets would simply hinder the ability of patties to enter into new bilateral contracts. 
Accordingly, the Commission will deny the Oversight Board's motion. 

Further, we note that while DWR is a market participant that competes with other suppliers and 
purchasers of energy and ancillary services in the ISO markets, unlike other market participants, DWR 
has had access to fiie ISO's control room and associated written materials, visual observations, and 
oral statements regarding the ISO's markets, systems, operations and activities.®'* This has provided 
DWR a competitive advantage in entering into its bilateral contracts. In addition, by voluntarily entering 
into bilateral transactions outside the ISO and PX, DWR made a conscious decision to foi^o the 
refund protection that the Commission provided for purchases through the ISO and PX. Thus, there is 
no equitable rationale that si^tports making DWR's bilateral contracts subject to refund. 

The Commission will issue a further order cmceming the standards of conduct between the 
ISO and DWR in Docket No. EROl-889. 

5. OOM Transactions 

Several parties request clarification that tiie ISO's out-of-market (OOM) purchases are subject 
to refund. We grant this clarification. As we staled previously in our November 1 Order, "the electric 
maiket structure and market rules for wholesale sales of electric energy in California ate seriously 


® *See Statement of the Undersigned Generators to the Chief Judge, dated July 9, 2001, at 8. 

®®If DWR (or any other party) believes any of its contracts are unjust and unreasonable, it may 
file a complaint under FPA section 206 to seek modification of such contracts. 

^^ See Confidentiality, Non-Disclosure and Use of hrfoimation Agreement dated January 24, 
2001 filed as Attachment G by the ISO on June 19, 2001 in Docket No. EROl-889-005. 
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flawed and [ ] these structures and rules, in conjunction with an imbalance of supply and demand in 
California, have caused, and continue to have the potential to cause, unjust and unreasonable rates for 
short-term energy . . . under certain conditions.'® The order noted that the "CaKfomia market 
structure and rules provide the opportunity for selleis to exercise market power when supply is ti^t 
and can result in unjust and unreasonable rates under the EPA'® These statements are most trae with 
respect to the ISO's daily OOM purchases for obtaining the resources it needs to reliably operate the 
grid 


As stated in the August 23 Order, if there is insu0iciei)t supply in the ISO markets, then the ISO 
must procure additional supplies at the last minute with OOM purchases in order to meet its needs for 
the operating day. Historically, the ISO procured on a daily basis only the resources needed for the 
operating day. Not only did this procurement practice put pressure on the grid operator to secure 
needed resources at the last minute, but the practice was uneconomical. Because the ISO is the 
supplier of last resort for these services, when OOM calls are made, suppliers realize that the ISO is in 
a must-buy situation. For this reason, we directed the ISO to immediately institute a more forward 
approach to procuring the resources necessary to reliably operate the grid.® 

To the extent the ISO made spot market OOM ptrrchases ti.e. . 24 hours or less and that were 
entered into the day of or day prior to delivery), such purchases are no different than purchases through 
its markets. Both types of purchases are made by the ISO in order to procure the resources necessary 
to reliably operate the grid. Therefore, we clarify that spot maAet OOM transactions are subject to 
refund and suljeot to the hourly mitigated price established in the ordered hearing. The houriy price will 
establish ftie maximum price with refunds for transactions over ftis level. 

6. Sales Made Pirrsiiant to DOF. Orders 

PPL Montana, PPL EneigyPlus, and PPL Southwest Generation Holdings (PPL Parties) state 
that in the exerdse of his authority under section 202(c) of the FPA the Secretary of Siergy 
(Secretary), in a series of orders directed PPL Montana, among others, to make the necessary 
arrangements to supply enagy as requested by the California ISO. PPL Parties maintain that such 
sales made pursuant to the orders issued by the Secretary undw this authority should not be subject to 
refund because they were not made pursuant to section 205 of the EPA. The ISO maintains that sales 
made pursuant to section 202(c) shorrld be subject to refund. 


®93FERC at 61,349. 
®M. at 61,350. 
®92FERC at 61,608. 
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PPL Parties state that section 202(c) has its own mechanism for determining sales prices. 

Under the section, sales are to be made at an agreed upon price. Only if price and teims cannot he 
agreed to in accordance with the existing r^ulaSons, the toms are to be immediately prescribed by the 
Secretaty and the price referred to this Commission fiir subsequent determination of a rate it determines 
is "just and reasonable.'^ According to PPL Parties, there is nothing in section 202(c) that authorizes 
the payment of refunds or the redetermination of sales prices where there has been mutual agreement. 

Furthermore, PPL Parties state that flie Seaetaiy ^ecifically directed in his orders that "the 
terms of any arrangement made between the entities subject to this order and the California ISO 
pursuant to this order are to be agreed to by the parties." Therefore, they assert that any action by the 
Commission to alter the terms of agreements voluntarily reached by ordering refunds would be 
inconsistent with the Secretaiy's mandate. 

We agree that rates for transactions entered into under section 202(c) in compliance with the 
Secretary’s orders are outside die scope of this proceeding. The Secretary has not referred any sales 
to this Commission for a rate detennination; if any had been referred here, they would have been 
reviewed in a separate proceeding. 

We note that on April 6, 2001, PG&E filed for Chapter 1 1 bankruptcy protection. Although 
the Bankruptcy Code provides that the filing of a bankruptcy petition automatically stays certain actions 
against the debtor,® the Code also provides an exception from this automatic stay for 

An action or proceeding by a governmental unit ... to enforce such governmental unif s 
or organization's police and regulatoiy power, including the enforcement of a judgment 
other than a money judgment, obtained in an action or proceeding by the governmental 
unit to enforce such governmental unit’s or oiganization's police or regulatory power.® 

The Commission has found in the past that actions taken under the authority granted it by die 
Federal Power Act and the controlling regulations fit within this exception, and, therefore, are exempt 
fi-om the automatic stay provision.®’ In the instant matter, we are exercising our regulatory powa- 


®10C.F.R.§ 205.376 (2001) 

®®1 1 U.S.C. § 362(a)(1) (1994 & Supp. 2000). 

®®1 1 U.S.C. § 362(b)(4) (1994 & Supp. 2000). 

®’ See Virginia Electric and Power Company, 84 FERC T| 61,254 (1998); and Century Power 

(continued...) 
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imder section 206 of the Federal Power Act as pennitted by section 362(b)(4) of the Bankruptcy 
Code to issue an order that does not threaten the bankruptcy court's control over the property of the 
bankruptcy estate. 

As this order establishes the formula for refunds but does not impose any monetary obligation on 
PG&E, it has no effect on PG&E's bankraptcy estate. 

C. Refimd Calculation Methodology 

We will adopt the recommendations of the Chief Judge, as modified below, and apply the 
methodology set out in the June 19 Order from the October 2, 2000, refimd effective date, through 
June 20, 2001 to determine the amount of refunds due to the customers in the ISO and PX spot 
maikets. As the Chief Judge recognized, the methodology in the June 19 Order must be modified in 
order to be applied to the period October 2, 2000, through June 20, 2001 . In this respect, we will 
direct the ISO to make the modifications discussed below to the methodology presented in the June 19 
Order, for the purposes of developing a foctual record for analyzing these markets during the refund 
period. 


The scope of the June 19 price mitigalion extends to all spot market hours. Applying this to the 
period October 2, 2000, through June 20, 2001, will enlarge the number of hours that the March 9 
Refund Order made subject to refund for the period January 1 through May 28, 2001. Accordingly, 
we will grant the requests for rehearing of the March 9 Refund Order that seek to increase the hours of 
price mitigation for this period. In addition, we note that the June 19 Order mitigates prices during all 
hours effective as of June 21, 2001 . This leaves a gdp from May 29 through June 20, 2001, when 
price mitigation only applied to periods of system emeigencies. In order to maintain a consistent 
approach during aH periods of time, the Commission will require application of the refund calculation 
methodology discussed below to non-reserve deficiency hours from May 29 through June 20, 2001. 
Transactions that occurred during reserve deficiency hours in this period, already mitigated as a result of 
the April 26 Order, will not be affected 


^’(...continued) 

Coq)., 56 FERC 1161,087 (1991). The Commission conclusion on this matter is consistent with judicial 
precedent regarding the scope of the exeiiption to the automatio stay. Eg., Board of Governors of the 
Federal Reserve System v. MCorp Fin., Inc., 502 U.S. 32 (1991); SEC v. Brennan, 250 F.3d 65 
(2nd Cir. 2000); NLRB v. Continental Hagen Coip., 932 F.2d 828 (9th Cir. 1991); United States v. 
Commonwealfo Cos. Inc. 913 F.2d 518 (8th Cir. 1990); NLRB v. Edward Cooper Painting, fric. 804 
F.2d 934 (6th Cir. 1986); Penn Terra Ltd. v. DepL ofEnvironmental Resources, 733 F.2d 267 (3rd 
Cir. 1984); hire Pacific Gas and Electric Co., etal. No. 01-30932 (Bankr. N.D.Cal. June 1, 
2001Xfinding the regulatoiy exception applies to a California Commission decision affecting PG&E's 
financial condition); sss generally 3 Collier on Bankraptcy § 362.05 (15th ed. rev. 2000). 
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Hie June 19 Order established a nritigalEd price based upon the maternal cost of the last unit 
dispatched to meet the load in the ISO's real-time maiket. The June 19 Order also established a "must 
offer" requirement that each generator offer all available and uncommitted capacity in real-time. The 
ISO, County of Los Angeles, California Commissicin, SDG&E, SoCal Edison, and the Oversight 
Board (collectively, Cahfomia Parties) aigue that in applying the June 1 9 Order for the period October 
2, 2000 through June 20, 200 1 , the methodolciQf must include a simulation of the must offer 
requirement (an assumed economic dispatch). This naodificalion to the actual data lowers the heat rate 
for establishing the maiket clearing price because it assumes that all generation that was not dispatched 
was really available, and that more imports were available than the actual quantities. The CaElbmia 
Parties allege that the use of historical dispatch would yidd higher prices than the prices resulting from 
using an assumed economic dispatch, and higher prices would reward the exerdse of maiket power. 

We did not institute the must offer requirement or 4ie marginal bidding requirement until May 
28, 2001, and it is unreasonable to re-create the rrrarkets to apply such requirements for the period 
October 2, 2000 through June 20, 2001 . Generators actually dispatched in the markets during these 
periods have specific marginal costs that are reasonably tecoveied under our methodology. The end 
result of using an assumed economic dispatch (prices lower than the actual marginal costs of the last 
generator dispatched) urrfairly punishes the very generators that helped keep the lights on in Califomia. 
Therefore, we will require that the ISO determine the last unit dispatched (the marginal unit) by selecting 
from the actual units dispatched in teal-time the maximum heat rate of any unit dispatched each hour in 
the real-time imbalance market for the period October 2, 2000 through May 28, 2001. ** This should 
address the concerns of numerous commenters fliat applicaticrn of the June 19 methodology from 
October 2, 2000 forward, particularly with respect to nrarketers that are price takers, would be 
confiscatory. 

The June 1 9 Order also established a mitigated price for hours of non-reserve deficiency at 85 
percent of the market clearing price established during the last Stage 1 reserve deficiency. The Chief 
Judge ruled tiiat, on a retroactive basis, the 85 percent maximum price for non-reserve deficiency 
periods could distort re-creation of a competitive market Most commenters, including Califfamia 
Parties, Southern Califomia Water Company and Dynegy, agree that the methodology for calculating 
refunds diould not incoiporate this element and instead should calculate a competitive price for every 
hour of the period in question. Califomia Parties aigue that including the 85 percent formula in 
calculating refunds would provide sellers with an unjustified off-peak premiura Due to the support for 


**For the periods when the ISO instituted lO-minute dispatch protocols, we direct the ISO to 
take the average of the maximum heat rates for the six 1 0-minute periods in order to develop a market 
clearing price for application in the hourly auctions (including the PX markets). For the purposes of 
rerunning the settlementibilling process in the imbalance maiket, we direct the ISO to substitute flie 
revised maiket clearing prices calculated for each 10-minute period in its settlement software. 
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this modification and because no party has raised a legitimate concern over the Chief Judge's rationale, 
we will adopt his recommendation. 

In support of the recommendation to use 4e daily spot market price for gas, the Chief Judge 
relied on record evidence that the energy sales at issue were made with spot gas purchases. PG&E 
maintams that there is no need to alter the treatment of gas costs in the June 19 Order (le., averaging 
the bid-point of the monthly bid-week prices reported by Gas Daily for three spot market prices 
reported for California). Moreover, PG&E contends that the use of spot gas prices is unreasonable as 
there have been large differentials betweai such prices and average costs. 

We note that PG&E has not refitted die underlying record evidence relied upon by tiie Chief 
Judge in making his recommendation to use daily spot purchases ti.e.. that such sales were typically 
made wifli gas purchased in die spot market). ^ In addition, we note that spot purchases have 
traditionally been used to calculate the replacement cost of iuel. Given that the gas treatment in the June 
19 Order was intended to address and influence purchasing decisions for protective sales, there is 
simply no sitport for requiring a similar treatment for retroactive application to past sales. 

Mitant argues that the use of the Malin delivery point fitr an input for northern CaKfomia 
suppliers is inappropriate because this index price is less than the PG&E City Gate price. According 
to Mirant, rising an average of the two indexes wfll not reflect the actual fuel cost to the generators in 
northern California If sellers in California, such as Mirant, do not believe that these prices sufficiently 
cover their costs, they can file for cost-of-service rates covering ah of their generating units in the 
WSCC for the duration of the mitigation period and including die refund period 

A number of Marketers and public utilities outside of CaKfomia state that their purchased 
power costs, which may be hi^er than the hourly price calculated under the methodology adopted by 
the Commission, should be used to offset any potential refunds. Consistent with otir prospective ruling 
in the June 19 Order, we will not aKow such a lowing for the period October 2, 2000 dirou^ June 
20, 2001 . We note that the public utiKties outside of California typicaKy entered into must-take 
purchase power contracts for weddy, monthly or longer periods. Their short-term purchases were 
made in order to ddier meet minimum reserve requirements or to supply their native load To the 
extent these public utilities' total resources, both owned and purchased, temporarily exceeded their 
actual total system load the surplus was available as opportunity sales in the spot maikets including the 


®’Prior to maricet-based rates, eccnomy sales (or sales from capacity available after a pubKc 
utiKtys requirements and other firm customers were served) were the equivalent of spot market sales. 
Economy sales were priced at incremental or matginal cost, which was based cm a fuel chaige equal to 
the replacement cost of fuel. See , e.g. . Indiana & Michigan Electric Company, et al, 1 0 EERC H 
61,295 (1980). 
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ISO and PX spot markets. Becatjse the purchased power costs of these utilities were sunk costs 
similar to their investment in their own plant, any rcvenues gaierated from off-system sales at market 
based rates reduces their initial purchase power costs to serve their native load. Even the lower 
mitigaled hourly prices determined in the hearing will subsidize these public utilities' overall cost of 
providing native load service. Finally, as noted in the June 19 Order, under the FPA and our 
authorization for maiket-based rates, sellers are not guaranteed to recover all costs, but are provided 
the opportunity to do so. 

Several sellers support the use of separate gas prices for northern and southern CaHfomia. The 
California Parties object to any change in Are gas prices used in the June 19 Order, stating that it is 
unclear how two gas prices could be used under the June 19th methodology. Reliant adds that the 
methodology should maintain a single price auction mechanism for determining refunds instead of 
separate northern and southern market clearing prices. We find the approach suggested by the Chief 
Judge to be a workable addition to the June 19 Order methodology consistent with the determination of 
the actual running costs of the marginal unit. We will adopt the method proposed by the Chief Judge 
and direct the ISO to apply the appropriate gas price once the marginal unit is determined. If that 
marginal unit is located in the North of Path 15 (NP15) zone, then the ISO shorrld calculate the market 
clearing price by using the average daily spot gas price for PG&E Citygate and Malin. If that margirral 
unit is located in the South of Path 15 (SP15) zone, the ISO should calculate the market clearing price 
by using Are average daAy spot gas price for SouArem Califomia Gas large packages. We clarity Aiat 
these inputs are to be used to calculate a single clearing price. 

While we are adopting Are Chief Judge's recommendation to trse daily spot gas prices and the 
three delivery points as repotted by Financial Tittres Energy’s "Gas Daily," we will adopt one 
modificaton based on comments filed by Intelligence Press, Inc. (Intelligence Press). Intelligence Press 
states that the Commission has in the past used a composite of published market prices and notes that 
using trrulriple sources addresses a number of ccmcems including reducing Are effect of errors that rrri^t 
occur in gathering and reporting the spot price data. We believe Amt Aiese are valid points. 
Accordingly, the gas iirputs recommended by Are Chief Judge diould be based on Are single average 
daily spot price as reported by Gas Daily, NGI's Daily Gas Price index and Inside FERC's Gas M^et 
Report. The last published gas prices Arould be used in calculating Are refund price for Are days Amt 
these publications are not published (weekends and holidays). ™ 

The June 19 Order also established an OcShM adder of $6/MWh to be included in Are 
calculated market clearing price. The Chief Judge recommended Are same adder be included in Are 


™ We note Arat NGTs Daily Gas Price index and Inside FERC's Gas Market Report did not 
have a listing for Southern California Gas Large Packages during Are refund period. Therefore, we 
instruct Are ISO to trse Are Financial Times Bretgy's "Gas Dafly" firr calcularion of the souArem gas price 
dtrring the refund period. 
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methodology for calculating reftmds. No parties commaited on this adder and we therefore adopt its 
use in the methodology. 

The Chief Judge recommended that the methodology establish a separate expense category for 
demonstrable emissions costs that sellers may subtract fittm their respective lefirnd calculations, 
consistent with the mitigation methodology established in the June 19 Order. Reliant maintains that 
NOX costs and other environmental mitigation fees represent costs that a generator actually incurred in 
producing energy and, as such, should be included in the calculation of cost for the marginal unit 
Although we note that the inclusion of emissions costs in 4ie calculation of the costs for the marginal unit 
is sound economic theory, we find that in practice, actual emissions costs vary by location, time period, 
and duration. We find that the incorporation of sudi costs, which have not been demonstrated to be 
hourly costs, in the context of calculating hourly marginal costs for the purposes of establishing refund 
liability, would present an insurmountable burden We find that allowing full recovery by fire generators 
of all of their demonstrable emissions costs incuired during the refund period is appropriate. Because 
the emissions cost wall not be included in the revised market clearing price, we direct all sellers to 
submit during the hearing their emissions costs incuned during the refund period for subtraction from 
their respective refund liabflitres. 

Caltfomia Parties object to the inclusion of a ten percent creditworthiness adder, stating that 
sellers' actions in charging high prices forced SoCal Edison and PG&E to lose their credit rating, and 
that a credit adder would reward them for these actions. Sellers st^rport the creditworthiness adder 
although they state ftiat ten percent could be insufficient to accurately reflect the credit risk associated 
with making sales into California during the refund period PPL Montana states that sellers making the 
sales for which refunds are contemplated not only were detared fiom obtaining appropriate credit 
guarantees, but have experienced actual harm in flie ftmti of non-payment. 

We find that the inclusion of a creditworthiness adder in the methodology to determine refund 
liability is appropriate and necessary. One result of parties' failure to reach settlement in this proceeding 
is that payment of ovadue amounts has not been assured The methodology we set foifii will 
determine fee just and reasonable rates feat buyers will pay, but it carmot provide assurances feat 
buyers, one of which is currently embroiled in bankmptcy proceedings, will pay fee M amounts due. 
Therefore, we will adopt the recommendation of the Chief Judge that the 1 0 percent adder should be 
included in themaiket clearing price. At this time we will limit the adder to all transactions feat 
occurred after the downgrade of SoCal Edison and PG&E's bond ratings on January 5, 2001. 

Once the ISO has calculated the hourly maiket clearing prices for the refund period this data 
should be used by both fee ISO and PX to rerun their settlemeniybilling processes and all penalties. 
These revised settlements should be submitted to fee Administrative Law Judge and parties should use 
this infonnation to form the basis of any ofisets (Ls. the amounts to be refunded against fee payments 
past due). We direct fee Administiative Law Judge to certify this information, in its entirety, to the 
Commission. 
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Califomia Parties support flie calculation of inteest against refimds and maintain that 
Commission precedent requires an interest calculation. Sellers believe that if interest charges are 
assessed that they should be assessed symmetrically to refunded amounts and to amounts past due. 

We will direct the calculation of interest on both reftinds and receivables past due, pursuant to the 
methodology for the calculation of interest under Section 35.19a of the Code of Federal Regulations. 

D. Fvidentiarv Hearing Proceeding 

The Chief Judge's Report stated that flie differences between what the purchasers and the 
sellers in the California market believe are owed in refunds raise material issues of fact and 
recommended an evidentiary hearing be ordered in fliis proceeding. Several parties commented that 
there were no issues of material fact because there had been no offer of settlement requiring litigation, 
and urged the Commission to continue the settlement process.^^ Others commented that the 
Commission has sufScient record evidence to support a refund remedy and beKeved there is no need 
for a hearing to deteimine the methodology.’^ Still others supported the Chief Judge's conclusion but 
recommended various methods to limit the scope of further proceedings.’^ 

The Commission agrees that, despite the volttminous record accumulated in this proceeding to 
date, material issues of feet remain that prevent the Commission from ordering refunds at this time. We 
believe that the most orderly and expeditious method of determining what refiinds are owed will be to 
convene an evidentiary hearing before an Administiative Law Jirdge. Accordingly, the Commission will 
establish an evidentiary hearing to furthw develop the lactual record so that the refimd methodology 
presented in this order may be ittqrlemented, to be convened by Administrative Law Judge Birchman. 
The scope of the hearing will be limited to the collection of data needed to ^ly tire refimd 
mefriodology prescribed herein; we will direct Judge Birchman not to entertain any arguments relating to 
the methodology or the scope of transactions subject to refunds, except as otherwise indicated in this 
order. 


hr order to develop the factual record , the ISO will be directed to provide Judge Birchman 
with a re-creation of the mitigated prices that result from using the methodology described herein for 
every hortr from October 2, 2000 through June 20, 2001, within fifteen days of the date fliis order is 
issued The ISO and PX are further directed to rerun their settlementybilling process as described 
above and provide this data to Judge Birchman. 


’^ See. e.g. . comments of Pinnacle West Companies, Public Service Company of New Mexico. 
” See. e.g. . comments of PG&E, Califottria Parties. 

’^Comments of Reliant, Mirairt 
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We win direct Judge Birchman to make findings of iact with respect to: (1) the mitigated price 
in each hour of the refund period; (2) the amount of refunds owed by each supplier according to the 
methodology established herein; and (3) the amount currently owed to each supplier (with sqtarate 
quantities due finm each entity) by the ISO, the investor owned utilities, and the State of Califoniia 
We will requite the judge to certify findings of feet to the Commission, without an initial decision, by no 
later than 45 days after the date that the ISO provides fliis data, 

E. Pacific Northwest Proceeding 

The Chief Judge noted that there was IMe time to address the issues raised by the Padfic 
Northwest Parties. Moreover, these parties did not have data on what they claim they were owed, nor 
on an amount of refunds due them. The Chief Judge requested comments on the necessity of convening 
subsequent settlement conferences to address the issues. Comments jointly filed by Pacific Northwest 
Net Putehasers state fliat there was inadequate time either to document the harm suffered, or to engage 
in meaningful settlement discussions wifti affected sellers. Given these cireumstances, they request 
additional process on this matter. 

Spot market sales outside of California were not based on bids into an auction, and instead 
were made through bilateral contracts.^'* Many commenters note the enormity of attempting to unravel 
such transactions retroactively. Still others claim that this task must be undertaken in order to put other 
parties on an equal footing with California, hr light of the complexities associated with these retroactive 
bfiaferal calculations and the absence of any further development of this issue in the settlement 
proceeding, and in recognition that the prior settlement proceeding focused primarily on California, we 
win establidi a separate preliminary evidentiary proceeding pertaining to the Northwest. The 
proceeding is intended to facilitate development of a fectual record on whether there may have been 
unjust and unreasonable charges for spot market bilateral sales in the Pacific Northwest for the period 
beginning December 25, 2000 through June 20, 200 1 . The record should establidi the volume of 

the transactions, the identification of tire net sellers and net buyers, the price and terms and conditions of 
the sales contracts, and the extent of potential refunds. This will help the Commission to determine the 
extent to which the dysfunctions in the California markets may have affected decisions in the Pacific 
Norfliwest We also strongly encourage the parties to try to settle past accounts. 


^‘’What is a "spot market" sale for bilateial transactions in the Padfic Northwest may differ from 
what is a "spot market" sale in the California ISO and PX organized spot markets. 

’^December 25, 20(X) is the earliest refund effective date the Commission could establish for 
Puget's complaint regarding rates in the Pacific Northwest if tire Commission determines that it is 
appropriate to deny Puget Sound's motion to withdraw the complaint, and, further, to grant rehearing of 
the Commission's previous determination not to set the corrrplaint for hearing. 



175 


Docket No. EL00-95-004,etal. -39- . 

Accordingly, we direct all parties to the Puget Sound complaint proceeding to participate in the 
proceeding and to focus on settling past accounts related to spot market sales in the Pacific Norfliwest 
Interested parties to the SDG&E proceeding may paitidpate at their discretion. We direct the Chief 
Administrative Law Judge or his designee to appoint a judge to convene a conference no later than 
August 2, 2001, and we requite the parties to provide the data described above to the presiding judge 
no later than 15 days thereafter. We direct the preadiig judge to complete discussions within 30 days 
following the submission of this data. The judge Ml make a recommendation and certify the record 
and findings of fact to the Commission within 7 days after the close of the discussions.’* 

The Commission orders : 

(A) Pursuant to the authority contained in and subject to the jurisdiction 

coirferred upon the Federal Energy Regulatory Commission by Section 402(a) of the Department of 
Energy Organization Act and the Federal Power Act, particularly sections 205 and 206 thereof, and 
pursuant to the Commission's Rules of Practice and Procedure and the regulations under the Federal 
Power Act (18 CE.R. Chapter I), a public hearing shall be held in Docket Nos. ELOO-95-031 and 
ELOO-98-030 concerning refund amounts, as discussed in the body of this order. 

(B) Administrative Law Judge Birchman shall convene a conference in this proceeding, to 
be held as soon as practicable after the date of this order, in a hearing room of the Federal Energy 
Regulatory Commission, 888 First Street, N.E., Washington, D.C. 20426. Such conference shall be 
held for the purpose of establishing a procedural schedule. The presiding judge is authorized to 
establish procedural dates, and to rule on all motions (except motions to dismiss) as provided in the 
Commission's Rules of Practice and Procedure. 

(C) The ISO is hereby directed to provide Judge Birchman with data, as discussed in the 
body of this order. Judge Birchman is hereby directed to certify the record and findings of feet to the 
Commission no later than 45 days after such data is provided. 

p) The parties to the proceeding in Docket No. ELOl-10-000 ate hereby directed to 
participate in discussions before an Admirristiative Law Judge, to be designated by fee Chief 
Adnrirtistrative Law Judge, as discussed in the body of this order. 

(El No later than 7 days after the completion of discussions in Docket No. ELOl-10-000, 
fee designated judge shall make a recommendation to fee Commissron. 


’*The Commission intends to take up fee Motion to Withdraw in Docket No. ELOl-10-000, 
Puget Sound Energy hrc. v. All Jrrrisdictiotral Sellers of Energy, st al, in an eqreditious time frame after 
fee judge's certification of fee record 
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(F) Requests for rehearing of the Novanber 1 Order regarding the Commission's 
retroactive refund authority ti.e. . refund aufliorily prior to October 2, 2000) are hereby denied. 

(G) Requests for rehearing of fire March 9 Refimd Order regarding the Commission's 
authority to require refunds from non-pubKc utiKties and r^arding the application of price mitigation 
during all hours are hereby granted 

(H) The Oversight Board's March 1 motion is hereby denied. 

(I) The request for rehearing of flie Deoembo: 15 Order filed by Southern California 
Water Company is hereby dismissed 

(J) The request for rehearing of the Match 9 Order filed by American Public Power 
Association is hereby dismissed 

By the Commission. Commissioner Massey dissented in part and concurred 
in part with a separate statement attached 
(SEAL) Commissioners Breathitt and Massey jointly dissented 

in part with a separate statement attached 
Commissioner Breafliitt dissaited in part with a separate 
statement attached 


David P. Boergers, 
Secretary. 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, 

Complainant, 

V Docket Nos, ELOO-95-004 

ELOO-95-005 

ELOO-95-019 

ELOO-95-031 


Sellers of Energy and Ancillary Services Into 
Markets Operated by the California 
Independent System Operator Corporation and the 
California Power Exchange, 

Respondents. 

Investigation of Practices of the California 
Independent System Operator and the 
California Power Exchange 


Docket Nos. ELOO-98-004 
ELOO-98-005 
ELOO-98-018 
ELOO-98-030 


Puget Sound Energy, Inc., 

Complainant, 

V. Docket Nos, ELO 1- 10-000 

ELOl-10-001 

All Jurisdictional Sellers of Energy and/or Capacity 
at Wholesale Into Electric Energy and/or Capacity 
Markets in the Pacific Northwest, Including Parties 
to the Western Systems Power Pool Agreement, 

Respondents. 


(Issued July 25, 2001) 

MASSEY, Commissioner, dissenting in part and concurring in part : 


O'U'latoOS.toSI 



178 


- 2 - 

I am pleased that the Commission today addresses head on the tough issue of 
refunds for the victims that took the brunt of the wildly dysfunctional Western power 
market. The issue comes back to us after a brief attempt by our Chief ALJ to bring the 
parties together in a voluntary settiemait. Judge Wagner did an admirable job under very 
difficult circumstances tutd we owe him our gratitude for the valiant effort. But now it is 
time for the Commission to fulfill its responsibility to the customers of California and 
other parts of the West. 

One of the issues where I disagree with the majority is extending a potential 
refund obligation to non-public utilities that are otherwise not jurisdictional. 
Commissioner Breathitt and I are issuing a joint dissent on that issue today. 

Today's order also provides very specific guidance on how refunds are to be 
calculated back to October 2, 2000. In essence, the order applies retrospectively the 
mitigation measures the Commission set out in our June 19th mitigation order with some 
adjustments recommended by Judge Wagner in his excellent report on the settlement 
negotiations. Although I agree with many of the conclusions we reach, I disagree with 
some aspects of that guidance. 

My first area of disagreement is the use of daily spot gas prices as reported in 
various publications to determine the fuel cost component of the mitigated market 
clearing prices. It simply is not clear to me that generators purchased gas at those spot 
prices to replace the gas used to generate electricity for sale into the spot markets. And 
we do not have to guess at whether they did or not. We are dealing with an historical 
looked in period for which expenses are known or knowable. During that period, we can 
use actual fuel costs to determine the just and reasonable price, and we should do so. In 
supporting the majority's decision to use a different gas index for the reftmd calculation 
than that used for the prospective mitigation, the order says that "the gas treatment in the 
June 19 order was intended to address and influence purchasing decision for prospective 
sales" and that "there is simply no support for requiring a similar treatment for retroactive 
application to past sales." I agree with that. We are not trying to influence future 
behavior in this order, but instead are determining just and reasonable prices for past 
periods and refunds for customers. We should use the most accurate data we have, and 
that is actual fuel costs. Therefore, I will dissent from this aspect of the order. 

1 also object to the inclusion of a 10% creditworthiness adder in determining the 
mitigated market clearing price that will be used to calculate refunds. I expressed 
concerns with including this adder as part of the Commission's forward looking price 
mitigation plan established in the June 19 order. Today, 1 conclude that this adder is 
unnecessary in calculating refunds. Prices skyrocketed in June 2000 and remained high 
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for the better part of a year. Indeed, the Commission found that conditions in the market 
"have caused, and continue to have the potential to cause, unjust and unreasonable 
rates.. .under certain conditions."' Yet today's order concludes that there is no 
opportunity for refunds for transactions before October 2, 2000. I support that 
conclusion but it is clear that sellers charged prices that were not just and reasonable 
before that date. The fact that there will be no refiinds for sales before October 2, 2000 
presents strong equity considerations influencing ray conclusion that the creditworthiness 
adder is not necessary in this generous market. Therefore, I will dissent from this aspect 
of the order. 

As a final note on the California portion of this order, I am concerned that the 
Commission still fails to address squarely the issue of generation withholding during the 
refund period and before. The market clearing prices for the refund period are 
determined by a method that uses the dispatch that actually occurred. As some parties 
suggest here, the actual dispatches reflect the withliolding of mote efficient units that 
drove up the market clearing price. The record in this case contains a number of studies 
that indicate withholding. Two that come to mind are those submitted by the ISO's 
director of market analysis, Dr. Anjali Sheffrin, and by Drs. Paul Joskow and Ed Kahn. I 
find these studies instructive. Today's order fails to take the issue of withholding into 
account in setting a refund formula. 

A separate concern is what could the Commission do if we found deliberate 
withholding in the California spot markets, or anywhere else for that matter. In a section 
of the order dealing with whether we can go back before the October 2, 2000 date for 
refund liability, the order says we can do so only if the seller "did not charge the filed rate 
or violated statutory or regulatory requirements or rules in applicable rate tariffs." My 
concern is that the Commission would not be able either to find that these conditions 
were violated or take other actions against sellers that deliberately withheld power from 
the market because, until April 26, 200 1 , there were no tariff conditions prohibiting 
withholding in western markets. This is a major flaw in Commission policy. The 
Commission must set the rules of the road in our tariffs. As the Commission updates its 
standards for approving market based rates, we must include generic tariff conditions 
nationwide that prohibit this kind of bad behavior. I urge my colleagues to consider 
prompt action to remedy this flaw. 


'San Diego Gas & Electric Company, et ah, 93 FERC 161,121 at 61,349-50 
(2000), reh'g pending. 
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I have one fmai comment on today's order. The order establishes a 1 5-day 
proceeding to facilitate development of a factual record on whether there may have been 
unjust and unreasonable charges for sales in the Pacific Northwest for the period 
beginning December 25, 2000. This proceeding has its genesis in the complaint of Puget 
Sound Energy. Buyers in the Northwest paid outrageous prices for power that caused 
much economic dislocation. To that end, 1 am pleased that we finally take up the issue of 
bringing refund relief to that region. The order states correctly that spot market sales in 
the Pacific Northwest may differ from the definition of a spot market sale in the 
California organized spot market. I agree. I believe spot sale in the Pacific Northwest 
could include sales up to a month's duration or even longer. I would be prepared 
formally to grant rehearing and investigate the Puget complaint today, but it seems that 
today's order charts an evidentiary path to reach this conclusion ultimately, and I concur 
with these provisions. 

For these reasons, I dissent in part from, and concur in part with, today's order. 
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UNTIED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, 

Complainant, 

V. Docket Nos. ELOO-95-004 

ELOO-95-005 

ELOO-95-019 

ELOO-95-031 


Sellers of Energy and Ancillary Services Into 
Markets Operated by the California 
Independent System Operator Corporation and the 
California Power Exchange, 

Respondents. 

Docket Nos. ELOO-98-004 

ELOO-98-005 
ELOO-98-018 

ELOO-98-030 


Investigation of Practices of the Califorrria 
Independent System Operator and the 
Cahlbmia Power Exchange 


Puget Sound Energy, Inc., 

Complainant, 

V. Docket Nos. ELOl-10-000 

ELOl-10-001 

All Jurisdictional Sellers of Energy and/or Capacity 
at Wholesale Into Electric Energy and/or Capacity 
Markets in the Padfic Northwest, Including Parties 
to the Western Systems Power Pool Agreement, 

Respondents. 


(Issued July 25, 2001) 
BREATHITT and MASSEY, Commissioners, dis.senting in part 
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We respectfijlly disagree with the conclusion reached in this order to extend a potential refund 
obligation to sellers into the California spot markets that are not jurisdictional public utilities. The 
majority concltides that while "we do not have ditecti^ulatory authority over power sales by non- 
public utilities, we do have authority to order them to abide by the market rules we establish to make 
refunds of unjust and unreasonable rates for sales pursuant to those market rules." 

Although this rationale certainly has strong ^eal, especially as a matter of equity, we are not 
sufBciently comfortable with it The refund rules of section 206 of the Federal Power Act are rather 
specific. If Congress had wanted the Commission to have refund authority over nan-pubHc utilities, 
Congress would have surely so specified The breathtaking conclusion that this agency has the power 
to tell non-public utilities to pay money back will come as a shock to most observers. 

We understand and appreciate the strong equity rationale behind the majority's decision. 
Perhaps this interpretation of the Commission's refund authority ought to be the law, but we are not yet 
persuaded that it is allowed by existing law. Unfortunately, the majority’s conclusion ensures that the 
matter of refunds will probably never be settled and will be litigated for years. 

For these reasons, we dissent in part from today's order. 


Linda K, Breathitt 
Commissioner 


William L. Massey 
Commissicsier 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, 

Complainant, 

V. Docket Nos. ELOO-95-004 

ELOO-95-005 

ELOO-95-019 

ELOO-95-031 

Sellers of Energy and Ancillary Services Into 
Markets Operated by the California 
Independent System Operator Corporation and the 
California Power Exchange, 

Respondents. 

Investigation of Practices of the California Docket Nos. ELOO-98-004 

Independent System Operator and the ELOO-98-005 

California Powa Exchange ELOO-98-0 1 8 

ELOO-98-030 


Puget Sound Biergy, Inc., 

Corrplainant, 


V. Docket Nos. ELOl-10-000 

ELOl-10-001 

AH Jurisdictional Selers of Energy and/or Capacity 
at Wholesale Into Electric Energy and/or Capacity 
Markets in the Pacific Northwest, Including Parties 
to the Western Systems Power Pool Agieement, 

Respondents. 


(Issued July 25, 2001) 


BREATHITT, Commissianer, dissenting in part 
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I respecfiully disagree with the majority’s inclusion of a ten percent creditworthiness alder in 
the methodology to determine refimd liability. The rationale slated in this order, that sellers cannot be 
assured that buyers will pay the full refunds due, is not pasuasive in my opinion. 

I was concerned about the creditworfliiness adder included on a prospective basis through the 
marketclearingpricemethodologyestablishedin our June 19,2001 order. There I concurred on this 
issue. Today I will dissent on this issue because I see even less reason for such an adder to be included 
on a retroactive basis through the refund methodology. 


Linda K. Breathitt 
Cotninissioner 
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C ommittee on Governmental AtYairs 

EXHIBIT #A-37 


MEMORANDUM TO: Walter C. Ferguson 

Chief of Staff 

Daniel L. Larcamp. Director 
Office of Markets, Tariffs and Rates 

Kevin P. Madden 
General Counsel 

FROM: John M. Delaware 

Deputy Executive Director and 
Chief Accountant 

SUBJECT: Audit of the Component Costs of Generating Electric Power 


The Division of Regulatory Audits recently announced an industry-wide audit of the 
component costs of generating electric power. The objective of the audit is to determine if 
Companies' books and records appropriately reflect the cost of generating electric power with 
emphasis on the procurement and pricing of nitrogen oxides (NOx) allowance and fuel consumed 
in the production of electric power. Based on input from senior Commission staff, we initially 
selected six generating companies involved with the state of California, Of the six companies 
reviewed, five companies are power marketers: Calpine Corporation, Duke Energy, Dynegy 
Power Marketing, Mirant Americas, and Reliant Energy. The remaining company, Portland 
General Electric, is a traditional utility. 

The audits are currently ongoing, however, our initial audit work disclosed various 
preliminary observations about the cost of generating electricity that may be useful to Commission 
staff involved in the refund negotiations for overcharges by numerous sellers of energy into the 
State of California. 

First, all of the power marketing companies have common corporate structures: a Parent 
Company, a subsidiary Service Company, and an Asset Group. The Asset Group is made up of 
all the physical power plants owned by the Power Marketer, however, each power plant is a 
separate Limited Liability Company. The Asset Group is only responsible for the physical 
operation and maintenance of the power plants and does not purchase or sell electricity. 




186 


The Service Company performs the following functions: 

• procures all the fuel, NOx allowances, and transportation capacity; 

• performs all commodity trading of fuel and electricity; 

• enters into financial instruments to hedge the price of fuel and 
transportation; and. 

• sells power into the forward and/or spot market. 

The Service Company and the Asset Group companies have operating agreements that 
determine how the cost of fuel and the amount of revenue are allocated from the Service 
Company to the generating companies. 

Second, we determined that the accounting methods used by the five power marketers 
differ not only from traditional utilities like Portland General Electric, but also vary greatly among 
themselves. 

As an example, the Service Companies generally do not attempt to segregate the 
inventories of gas burned at their own generating plants from the inventories of gas that is sold to 
third parties. Instead, they treat all gas purchases as part of their "pool'' of gas resources. This 
pool of resources is managed by commodity traders who enter into purchase, sale, swap and 
hedge transactions to minimize the company's risk of price fluctuations. The cumulative effect of 
thousands of intertwined purchases, sales, swaps, and options results in an inability to determine 
the actual cost of gas burned by the generators. 

The inability to reconcile specific prices paid with the specific gas burned has led 
companies to employ a variety of accounting methods to track fuel costs. Mirant Americas 
apportions the cost of gas purchased specifically for use by its California generators and allocates 
these actual costs on a pro rata basis, based on fuel usage per generation unit. In addition, Mirant 
Americas also passes on the net gains or losses resulting from hedging fuel costs. On the opposite 
extreme, Duke Energy and Reliant Energy price the gas burned by their generators based on an 
index price, which is the average daily spot market price at the hub nearest each generation plant. 
Calpine Corporation and Dynegy Power Marketing use a combination of actual and index pricing 
when determining their cost of gas used in generating electricity. 
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Third, the Service Companies also use different methods to calculate the revenues 
recorded on the Asset Group company's books. Reliant Energy, Dynegy Power Marketing, and 
Mirant Americas records revenues at the actual price of their energy sales. Mirant Americas, 
however, pays its Asset Group fifty percent of profits above a targeted amount. Calpine • 
Corporation uses a combination of accounting methods. Depending on the generating plant, 
revenues may be recorded at actual or at a spot market index. Duke Energy uses only a spot 
market index to record revenues. 

Finally, in granting market based rate authority, the Commission waived its accounting 
standards for power marketers. Therefore, staff should not assume that responses to their data 
requests provide cost data consistent ivith FERC accounting standards. Since power marketers 
use various accounting methods, we advise staff that accounting data maintained and submitted by 
companies may be completely inconsistent with one another and, therefore, are not comparable, 

cc: C5mthia Marlette 

Marsha Gransee 
Ellen Schall 
Andrea Wolfman 
Michael Bardee 
Shelton Cannon 
Richard O'Neill 
Alice Fernandez 
Kevin Kelly 
Donald Gelinas 
Michael Coleman 
Michael McLaughlin 
Scott Miller 
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I rt'inmittee on Go-v eriinieiital Affairs 

1 EXHIBIT #A-3g 


For Internal Use Only 

Electronic Platforms and Energy Trading 
Talking Points addressing Common Misperceptions 

Q. Are Enron’s financial products increasing risk in the energy industry? 

Enron’s products decrease risk in the energy industry. As can be seen by this graph [see 
comparison of electric and gas volatility v. S&P 500], the spot market for electricity and 
natural gas are extremely volatile. The impact of this volatility on end-user customers 
can be successfully mitigated through the use of various hedging mechanisms currently 
available in today’s marketplace - many of which were innovated by Enron. Enron 
designs products that protect end-users, producers and utilities from energy price 
volatility. 

The recent situation in California’s electric market highlights the volatile nature of the 
energy markets, as well as the risk associated with NOT having a hedging strategy in 
place. Among California’s most serious mistakes was the requirement that utilities 
purchase their electricity from the volatile spot market rather than allowing them to 
“hedge" by entering into long-term contracts with stable prices. The fact is, had hedging 
tools been employed, the California utilities could have been freed from vast amounts of 
risk that have threatened their existence and raised the cost of their product (i.e., 
electricity) to customers. 

Enron has been a leader in developing risk management products designed to stabilize 
prices for utilities and end-use consumers. These risk management products have 
become increasingly flexible, and can be tailored to the specific needs and risk attributes 
of the customer. 

Q. Does Enron take on risk? 

When Enron enters into a financial derivative transaction with a customer, the risk is 
transferred from a customer to Enron. We, in turn, manage this risk as part of our overall 
portfolio, or sometimes lay off the risk in the exchange traded market. 

Q. What prevents Enron from being financially ruined by trading losses? 

Much has been written about the substantial losses incurred by companies such as 
Sumitomo and Baring’s Bank. These losses were due in large part to inadequate internal 
controls. Enron has rigorous protections in place to avoid significant losses, such as 
separation of function policies and a rigorous risk management support function to 
monitor our portfolio and ensure that risks are within internally established limits and that 
market risk is carefully controlled. 


EC 000124057 
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Next, on a day-to-day basis. Risk Assessment and Control (RAC) unit at Enron - headed 
by Enron’s Chief Risk Officer and staffed by a group of 150 finance professionals - 
independently measures and evaluates Enron’s multiple risks, RAC operates 
independently from the units that create or actively manage risk exposures to ensure 
compliance with Enron’s separation of function policies. RAC sets credit limits for 
trading counterparties, monitors the financial performance of assets and screens internal 
and external capital expenditures. The core RAC members meet every morning to assess 
the previous day’s events. 

At the design and implementation level, the Research Group at Enron - a collection of 
approximately 60 researchers most of whom are doctoraily qualified in mathematics, 
finance, and other quantitative fields - is reponsible for studying price behavior of energy 
commodities, developing new models for risk assessment and modifying the existing 
models of risk quantification (Value at Risk and other methodologies), and testing and 
implementing the newly developed models. In addition, Enron has an external 
“reviewer” (a leading scholar in the area of derivative pricing and risk management) of its 
Value at Risk methodologies. 

In addition, consistent with the first recommendation of the Group of Thirty Derivatives 
Project, Enron’s senior management is very well educated on derivatives and other 
financial instruments. Management doesn’t permit traders to “self-supervise.” 

Therefore, it is very difficult to obscure losses by one or more traders. 

Traders’ activities, including trade verification and pricing of trades, are independently 
monitored by Information Management to effectively avoid any possibility that they 
could mislead management about their positions. 

Q. What differentiates Enron’s activities and exposure from Long Terra Capital 
Management? 

The demise of LTCM - which had made directional bets on the narrowing of the price 
difference between U.S. and emerging market bonds - came as a result of unrestrained 
borrowing (a 30-1 leverage position; some claim the ratio was as high as 100-1), an 
adverse movement in emerging market bonds due to the Russian crisis, and the lack of 
liquidity in the relevant markets. By contrast, Enron’s corporate debt to equity ratio is 
approximately one to one - quite consevative by market standards. Also, energy 
commodities are generally far more liquid than emerging bond marekts. LTCM expected 
to profit by holding extremely large positions in illiquid markets, whereas EnronOnline 
provides liquidity to energy markets. 

In the case of LTCM, many of the big lenders were banks that lacked sufficient 
information from LTCM. The Federal Reserve intervened to facilitate a bailout LTCM 
out of fear that the losses from LTCM lending threatened the stability of the U.S. 
financial system. Enron’s financial condition is subject to SEC publilc reporting 
requirements, including annual audits by independent auditors and even if Enron were to 
fail, public funds would not be in jeopardy. 


EC 000124058 
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Q. Is there is a regulatory gap with respect to the physical and financial energy 
products offered by Enron? 

There is no regulatory gap. The energy products offered on EnronOnline are subject to 
federal oversight as follows: 

The Commodity Futures Trading Commission (“CFTC”) has enforcement authority over 
physical transactions on Enron Online to police for potential manipulation. The Federal 
Energy Regulatory Commission (“FERC”) has regulatory authority over physical natural 
gas and electricity sales for resale. 

The CFTC has anti-fraud and anti-manipulation enforcement jurisdiction over financially 
settled derivatives (swaps and options). Moreover, pursuant to the Commodity Exchange 
Act (“CEA”), Enron can only trade derivatives with counterparties that qualify as 
sophisticated according to such rules. Such transactions are permitted as long as both 
parties are Eligible Contract Participants (“ECPs”)(generalIy, corporations, partnerships 
and other entities that meet net worth or asset tests). 

EnronOnline is a proprietary, bilateral trading platform on which Enron is a principal to 
every trade. As such, EnronOnline is not a “trading facility” as defined under the CFMA. 
As a proprietary platform, EnronOnline uses Internet technology to provide another 
method of communication between Enron and its customers. 

Q. Can the general public access EnronOnline and buy derivatives from Enron? 

No. As described above, Enron can only trade derivatives with counteiparties that 
qualify as “sophisticated” according to the CFTC’s rules. Such transactions are permitted 
provided both parties are “eligible contract participants.” Generally, corporations, 
partnerships and other entities that meet net worth or asset tests and individuals with $10 
million in assets or $1 million in net worth and enters into the transaction in connection 
with its business. 

Q. EnronOnline “sets” the price. 

Enron provides price transparency by posting the prices at which we will buy and prices 
at which we will sell. Enron posts the bid / ask prices based on our positions, forecasts 
and cost structure. Our price is just that - our price. If we offer prices that are too low, 
market participants will buy from us; if we offer prices too high, market participants will 
sell to us. Further, the customer can utilize the price information to shop for a better deal 
with one of our many competitors. 

Q. EOL / Enron is too big. 

Enron has been very successful in trading energy products. Our success is due to a 
number of factors including an increased demand for risk management products in many 
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markets, including energy markets. This increased demand is due to the rapidly growing 
realization of corporate and commercial energy users of the need and benefit of managing 
energy price risk, particularly in the face of increasing price volatility in the energy 
markets. 

Currently, there are over 60 [confirm] energy trading plalforms. Several of Enron’s 
competitors have banded together to form trading platforms: 

• Intercontinental Exchange, a consortium of 13 leading energy trading firms, 
including heavy hitters such as Duke Energy, BP Amoco, Shell, Goldman Sachs 

• DynegyDirect 

• TradeSpark, includes energy companies such as Williams Energy, Coral Energy 
and Dominion. 

Enron competes with major players such as El Paso (a huge player in the financial 
market), Aquila, Duke, Reliant, AEP, Dynegy, among others. 

In addition, three of the largest energy trading platforms in the world (which continue to 
grow in the face of this new competition) are the global futures exchanges. 

• New Y ork Mercantile Exchange (NYMEX) 

• International Petroleum Excchange (IPE) 

• Singapore Exchange 

Q. Is Enron’s success linked to increases in energy prices? 

Enron’s success is linked to efficient markets, not higher prices. Enron buys in the 
market, and sells in the same market. As the price in the market increases, Enron is 
subject to price increases as are all buyers in the market. Generally, Enron makes money 
on the difference between the buy price and the sell price. It also makes money on the 
difference between the price it can buy or sell energy and the price it can cover its costs 
(hedge costs). In both cases, it is indifferent to the direction of the price. 

Q. Enron claims to provide liquidity to the energy market. What does this mean 
to consumers? 

Enron provides liquidity to the energy market. Market liquidity risk is risk that a 
position cannot be put on or taken off without significant price disruption, adversely 
affecting market participants who wish to hec^e with a new position or liquidate an 
existing position. 

Liquidity is present when; 

• suitable counterparties are available for a trade; 

• transactions occur without significantly affecting the market price. 

• trading volumes are high, and the bid-ask spreads are low; and 

• market exposure can be eliminated quickly and at fair cost. 
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The benefits of liquidity to market participants include; 

• difficulty for one trade to affect market prices, thus reducing the risk of market 
manipulation; 

• lower price volatility; 

• more players in the market (therefore, more competition and better prices); 

• easier for consumers to find a buyer or seller at price they prefer; 

• easier for consumers’ energy providers to manage risks and costs (which benefits 
are passed on to consumers); and 

• lower transaction costs. 

Q. What is the impact of financial derivatives on the physical price of gas? 

The correlation between the physical and financial markets has been described as 
follows: 

. .the value or price of namral gas fumres and options depends upon the price of 
physical gas in the spot market. In general, the price of derivatives is highly correlated 
with the cash-market price of their underlying variables. Thus, when the spot price of gas 
increases or decreases so too does the future price of gas, and vice versa. It is the 
correlation uetween the price of derivatives and the price of their underlying variable that 
makes risk management possible.”* 

Financial theory prices derivatives based on the price of the underlying physical 
commodity. In a liquid and efficient market, the derivative impacting the price of the 
underlying commodity would be akin to the tail wagging the dog. 

Q. Can Enron’s activities in the financial markets adversely impact the index 
price of gas in the physical market? 

Just the opposite. More activity and more liquidity in the financial rharkets provides for 
better price discovery which carries over to the physical markets. Traditionally, it has 
been the buyen and owners of physical assets that are the greatest threat to distort prices 
through controlling supply or delivery channels as has been seen with Sumitomo in the 
copper markets or the Hunt brothers in silver. Financial market participants have no 
similar ability to control the physical commodity and cannot cause the same concerns. 


‘ The Use of Hedging by Local Gas Distribution Companies: Basic Considerations and Regulatory 
Issues”, National Regulatory Research Institute, May 2001, page 8. 
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Enron’s Responses to Kim Bruno (FERC) questions dated 6/14/01 


Question 1: In providing an answer to our questions regarding risk assessment or 
management, would you please provide an explanation to the following? 'We understand that 
EOL requires that a counter party, before accessing EOL to do business with Enron North 
America, must undergo a credit worthiness evaluation. When a counter party executes or clicks 
on a price, EOL does an instant credit check before confirming the transaction. 

However, Enron may not only buy from a counter party, it may sell. What sort of 
creditworthiness standards must Enron provide to a counter party utilizing EOL to purchase from 
Enron? 

Are there industry standard creditworthiness agreements regarding counter party credit risk that 
Enron uses? If yes, may we have copies? If Enron utilizes its own agreements, please provide 
us with a copy. 

All counterparties are assessed by our credit department prior to any transaction being entered 
into by Enron whether the transaction is being conducted over the phone or through 
EnronOnline, Enron, as the principal to all purchases and sales on EnronOnline and when 
completing transactions on the telephone or in writing, requires counterparties to be 
creditworthy. In addition, Enion’s risk management policy is approved by the Enron Board of 
Directors. Enron’s value at risk is provided in Enron’s 10-K. Enron maintains a separate risk 
management group that has oversight over all transactions done by all Enron trading units and 
that ensures compliance with the risk management policies. This group has a separate reporting 
line directly to the office of the Chairman of Enron Corp. and has the authority to instruct the 
suspension of transactions in order to ensure that trading limits are not exceeded. In addition, 
every counterparty of Enron has to clear a credit check before they can transact through 
EnronOnline. The Credit Risk Management group approves a counterparty for a specific credit 
limit and tenor limit which are embedded within the EnronOnline database. Every transaction, is 
passed through an electronic credit check to assure that the credit limits and tenor limits are not 
violated prior to Enron accepting the counterparty’s bid or offer via EnronOnline, - such credit 
checks are done automatically and there is no human intervention. As with all Enron 
transactions, the ctedit limit checks utilize a potential exposure calculation to take into account 
future price volatility. The Credit Risk Management (CRM) group monitors transaction flow on 
all Enron transactions including EnronOnline continually. EnronOnline does provide CRM with 
electronic alerts when customers approach credit limits or breach credit limits. No further 
transactions are executed tmless CRM is sufficiently satisfied that the credit position has been 
mitigated such that credit limit is stiH available. 

EnronOnline uses the same credit policy as other transactions Enron enters into, whether we are 
buying or selling. The transactions entered into on EnronOnline are all governed by either a 
Master Agreement or the General, Terms and Conditions (which are a shorter form of contract 
and differ, for each commodity, these are all available on the web-site). A Master Agreement is 
negotiated with the Counterparty offline and includes negotiated bilateral credit terms and these 
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terms govern any transactions entered into on EnronOnline. The General Terms and Conditions 
which will apply to EnronOnline transactions if there is no Master Agreement in place oetween 
Enron and the counterparty include industry standard credit requirements which the counterparty 
chooses to accept or not online. Should the counterparty not want to accept language in the 
contract (for credit or other reasons), the Helpdesk for EnronOnline will facilitate contact 
between the Enron Credit group or Enron Legal group with the counterparty allowing the 
Counterparty to negotiate terms which may be more appropriate to them. 

Question 2; I understood Dave Forster to state that EOL does not collect data regarding where 
a customer's mouse is moving on the system. However, does EOL require customers to have 
cookies enabled? If yes, does EOL collect, use or manage data regarding cookies? 

It is correct that Enron does not collect data regarding where a customer's mouse is moving on 
the system. It is also correct to note that we have no capability of knowing where the customer's 
mouse is. 

EnronOnline does not require customers to have cookies enabled. 

Question 3: Also, why doesn't EOL publish a “ticker” of completed trades showing prices and 
quantities? Does EOL have any plans to start pubhshing such data? If yes, when? 

■Hiere are now several options for viewing historical pricing/transaction data from EnronOnline. 
Reuters recently began showing quotes from EnronOnline 
fhttD://about.reuters.cQm/enrononlineQuotes/) . which also provides customers with the ability to 
reference historical prices from the date at which they acquire access. In addition, EnronOnline 
provides a number of online charts for products, which graphically depict historical transaction 
prices. Customen can also run reports to see their own transactions and download the results 
into an Excel spreadsheet on EnronOnline The system also allows for administrative users, 
thereby allowing the back offices of counterparties to monitor the trading activity and deal with 
it appropriately in line with their own systems. 

Enron does not publish transactions completed via EnronOnline; however Enron will provide 
information on such transactions in order to ensure market activity is being conectly reflected in 
the approriate market indices. For example, Enron does provide EnronOnline transaction data to 
the Natural Gas Exchange in Calgary in order to ensure that indices produced by Canadian 
Enerdata accuately reflect the activity in the market place (this will commence on July 1, 2001). 
At the end of each day, EnronOnline makes available to all customers through EnronOnline the 
weighted average price of that day's transactions. The data associated with US Natural Gas is 
sent in this format to Gas Daily for inclusion in their automated exchange index. 

Question 4; In addition, how does the data collection from EOl/Enron Networks flow to the 
risk management groups? How is the information used? 

EnronOnline transactions are sent to different risk management groups depending on the type of 
commodity transacted. For example, the group that handles U.S. gas settlements is not the same 
group as the one handling Australian Power. The transactions are transmitted to the appropriate 
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back office utilizing a “bridge”; a process that is capable of communicating transaction 
information into the variety of systems that Enron operates. The potential for manual input error 
is thereby removed providing Enron and the customer with more efficient recording of the 
transaction. The back office systems at Enron use transaction information as an input into 
various functions, such as invoicing, preparation of financial statements, risk management and 
credit. These back office systems are used to track transactions from all sources, including 
EnronOnline, the telephone, other trading systems, etc. Information is maintained on these 
systems according to accounting and regulatory rules, regardless of the source of the transaction. 

The Enron commercial employee, who is offering to buy or to sell through EnronOnline, does so 
through a price management software application, this notifies him immediately that a 
transaction is completed. The counterparty, the Enron commercial employee and the risk 
management groups are all notified by the system at the same time. 

The data from an EnronOnline transaction is used in exactly the same way as information is used 
from any transaction completed by Enron. When a transaction is completed, EnronOnline serves 
purely as a deal capture system that captures the data necessary to feed to our risk management 
system. Enron Online does not feed settlement systems or credit systems. It does, however, 
automate our deal capture system, which improves the data feeds to our settlement and credit 
systems. 

Question 5: Also, we assume that data regarding each trade is maintained by EOL. If yes, in 
what form and for how long? 

EnronOnline transactions are captured in the EnronOnline database. The transactions are 
■bridged' (duplicated) onto the various systems (databases) managing the underlying commodity 
(the risk system associated with the commodity). We currently intend to store the data for a 
period of six years post a transaction completing (for example, deliveries finishing) and this is 
policy across all databases. 


Additional requests during on-site visit: 

In general, EnronOnline is an electronic trading platform that offers free, real-time pricing 
information for approximately 1,800 products for 13 commodities, including electricity and 
natural gas. EnronOnline utilizes e-commerce and Internet technology to conduct trading 
business that previously took place on the telephone and by fax. EnronOnline is a proprietary, 
or “one-to-many” trading platform. On a “one-to-many” platform, one entity, such as Enron, is 
the principal to every trade (unlike a “broker” type platform). 

EnronOnline allows buyers and sellers to act on prices that can change by the second. Buyers or 
sellers can also see real-time price spreads of both the sell price and the buy price. For example, 
on the telephone, a buyer previously would call to ask about gas prices for each of the next six 
months, but by the time the trader finished reciting the prices, some prices could have changed. 
EnronOnline allows counterparties to see the ‘bid and offer prices” all the time to make more 
informed decisions. 
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The energy products offered on EnronOnline are subject to federal oversight as loliows; tne 
Commodity Futures Trading Commission (“CFTCT enforcement authority over physical 
transactions on EnronOnline to police for potential manipulation. The Federal Energy 
Regulatory Commission has regulatory authority over physical natural gas and electricity sales 
for resale. 

The CFTC has anti-fraud and anti-manipulation enforcement jurisdiction over financially settled 
derivatives (swaps and options). Moreover, pursuant to the Commodity Exchange Act (“CEA”), 
Enron can only trade derivatives with counterparties that qualify as sophisticated according to 
such rules. . Such transactions are permitted as long as both parties are Eligible Contract 
Participants (“ECPs”)(generally, corporations, partnerships and other entities that meet net worth 
or asset tests). 

EnronOnline is a proprietary, bilateral trading platform on which Enron is a principal to every 
trade. As such, EnronOnline is not a “trading facility” as defined under the CFMA. As a 
proprietary platfonn, EnronOnline uses Internet technology to provide another method of 
communication between Enron and its customers. 
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Coimnittee on GoYfertunental Affairs 

EXHIBIT #A-39 


ENRON WASHINGTON 
MEMORANDUM 

TO: Janei Guerrero 

FROM: Linda Robertson 

DATE: July 27, 2001 

RE: Update of Federal Government Affairs Energy Crisis Campaign 

Accomplishments to Date 

• Continuously brought Enron's perspective on market and policy developments to the 
attention of senior Executive Branch and Legislative Branch officials, including the Vice 
President, DOE, FERC, Congressional leadership and key energy committees. 

• Special focus on California and other West Coast Members, particularly wavering 
Republicans and moderate Democrats. 

• These efforts paid off when the House took up "emergency" California-oriented energy 
legislation (House subcommittee adopted the Enron negawatts "demand buy down" 
proposal and defeated statutory price controls). Similarly, the House Energy and 
Commerce Committee rejected price control and refund amendments during action on 
the energy package, with support for Enron’s positions from all Republicans and the 
swing Democrats we targeted). 

'Matters Going Forward For Balance of Year 

• Continuing threat of adverse price control, refund and other amendments as Congress 
considers energy legislation, such as House floor consideration of the energy package 
next week; Senate Energy and full Senate action after Labor Day; and House committee 
consideration of a separate electricity bill after Labor Day. Created "myths and facts" 
document to change the nature of the debate in Washington about the origins of and 
solutions to the California crisis. Items from the document have been used by members 
during price cap and other debates. 

• Provided a steady stream of timely information that has allowed members to refute 
charges against Enron specifically and free markets generally. 

• Developed and implemented strategy to defend regulatory structuring surrounding EOL 
and EOL products. 
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Enron: Enron Corp. — Press Release 


Committee on Governmental Affairs 

EXHIBIT #A-40 


PRESS ROOM . 
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Press Release 

ENRON SECURES COMMITMENTS FOR 
ADDITIONAL $1 BILLION IN 
FINANCING 

FOR IMMEDIATE RELEASE: Thursday, November 1, 2001 

HOUSTON — Enron Corp. (NYSE:ENE) announced today 
that JPMorgan (the investment banking arm of 3P Morgan 
Chase & Co.) and Salomon Smith Barney Inc. (the 
investment banking arm of Citigroup Inc.) as co-arrangers 
have executed commitment letters to provide $1 billion of 
secured credit lines supported by Enron's Northern Natural 
Gas Company and Transwestern Pipeline Company assets. 
The proceeds will be used to supplement shortoterm 
liquidity and to refinance maturing obligations. These 
commitments are subject to customary terms and 
conditions, including final due diligence. 

"With more than $1 billion in cash currently on our balance 
sheet, this additional credit capacity will further solidify 
Enron's standing as the leading market maker in wholesale 
energy markets," said Kenneth L. Lay, Enron chairman and 
CEO. "We very much appreciate the support of two of our 
longstanding banking partners, JPMorgan and Citigroup." 

"This is yet another step in our efforts to enhance market 
and investor confidence," said Jeffrey McMahon, Enron 
chief financial officer. "We are moving aggressively to 
strengthen our balance sheet and maintain our investment 
grade credit rating." 

Copies of the commitment letters will be filed with the 
Securities and Exchange Commission in a Form 8-K filing 
shortly. 

Enron is one of the world's leading energy, commodities, 
and services companies. The company markets electricity 
and natural gas, delivers energy and other physical 
commodities, and provides financial and risk management 
services to customers around the world. Enron's Internet 
address is www.enron.com . The stock is traded under the 
ticker symbol "ENE." 


### 
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I rf.mmittee on G< 'vpf»»neiital Affairs 

UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Before Commissioners: Pat Wood, III, Chairman; 

William L. Massey, Linda Breathitt, 
and Nora Mead Brownell. 

In Re Investigation of Certain Financial Data Docket No, IN02-6-000 

ORDER TO RESPOND 
(Issued August 1, 2002) 


Issued to: 

Northern Natural Gas Company 
Transwestem Pipeline Company 

1. Pursuant to sections 5, 7, and 16 of the Natural Gas Act (NGA), 15 U.S.C. 

§§717d, 717f, and 717o, this Order to Respond (Order) directs Transwestem Pipeline 
Company (Transwestem) and Northern Natural Gas Company (Northern), which are or 
were jurisdictional interstate pipeline subsidiaries of the Enron Corporation (Enron), ‘ to 
state why they have not violated the Commission's Uniform System of Accounts for 
natural gas companies, ^ and why the costs and indebtedness associated with loans 
totaling approximately $ 1 billion made by the pipelines with Citicorp North America, Inc. 
(Citicorp) and JP Morgan Chase Bank (JP Morgan) within two weeks of Enron filing for 
Chapter 1 1 reorganization under the Federal Bankruptcy Code were not imprudently 
incurred and therefore unrecoverable by the pipelines in any future rate proceedings 
before this Commission. 


'Northern was purchased by Dynegy, Inc. in February, 2002. On July 29, 2002, 
MidAmerican Energy Holdings Company announced that it intended to purchase 
Northern from Dynegy. 

^Part 201 Uniform System of Accounts Prescribed for Natural Gas Companies 
Subject to Provisions of the Natural Gas Act, 18 C.F.R Part 201 (2002). 
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Procedural Background 

2. In November 2001, the Chief Accountant, concerned over the financial control 
exerted by parent companies over the assets of their jurisdictional subsidiary companies, 
began a review of transactions between parent companies and their jurisdictional 
subsidiaries. Specifically, the balances in the cash account and accounts related to 
associated companies, reported in the FERC Forms 1, 2, and 6, were reviewed for the 
years 1997 through 2001. This review revealed that certain companies had significant 
balances in gas and electric Account 146 - Accounts Receivable from Associated 
Companies, and oil Account 13 - Receivables from Affiliated Companies, and that the 
balances in these accounts had significantly increased over the period under review. 

These accounts are used to record receivables for items such as revenue for services 
rendered, material furnished, rent, interest and dividends, advances and notes. Company 
personnel interviewed stated that the account balances were increasing due to 
participation in cash management or money pool programs with their parent companies. 

3 . An audit was initiated for selected natural gas and oil pipelines and public utilities 
in January 2002, to determine compliance with the Commission's accounting and 
reporting requirements for the years 2000 through 2001. 

4. On March I, 2002, the Commission instituted a non-public investigation regarding 
financial data related to transactions, activities and accounting practices that may have 
impaired the financial condition of entities subject to the Commission's jurisdiction for 
the benefit of corporate parents or other affiliates or associated entities of jurisdictional 
companies. 

Loan Agreements of Transwestern and Northern 

5 . Transwestem and Northern did not have written cash management agreements 
with Enron. 

6. In November 2001, Transwestem and Northern, at the request of their parent, 
Enron, entered iijto revolving credit agreements for $550 million and $450 million, 
respectively, with Citicorp and JP Morgan. Both pipelines pledged their pipeline assets as 
collateral under the respective loan agreements. Subsequent to these transactions, Enron 
entered into agreements with Transwestem and Northern for the same funds. 

7. Specifically, on November 13, 2001, Enron Corporation entered into two 
subordinated promissory notes with Transwestem for $137.5 million and $412.5 million 
(totaling $550 million). The notes state that they are subordinated to prior payment of all 
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senior indebtedness upon dissolution, liquidation, or reorganization for the benefit of 
creditors of Enron, Interviews with Transwestem's Manager of Financial Accounting and 
Reporting revealed that the $137.5 million was used to pay off a portion of a $250 million 
unsecured loan outstanding by Enron North America, another Enron subsidiary, to 
Citibank (a member of Citicorp). The remainder of the funds ($412.5 million less $10 
million held by Transwestem for operating capital) was swept to Enron under a cash 
management program in exchange for the second subordinated note. As of June 14, 

2002, Enron has made no payments on the subordinated notes. Transwestem has written 
these notes off as unrecoverable. 

8. Notes to Transwestem's FERC Form 2 for 2001 provide additional information. 

On December 31, 2001, Transwestem was in default of the debt covenants requiring the 
company to maintain a net worth of no less than $750 million. Due to Enron's 
bankruptcy, Transwestem reserved the balance in Account 146 ($785 million) which 
reduced the company's net worth. On April 30, 2002, the Citicorp debt agreement was 
amended to reduce the tangible net worth test to $400 million and the default was waived. 

9. On November 19, 2001, Enron entered into an assignment and assumption 
agreement with Northern for $1 12.5 million. This amount was used to pay off the 
remainder of the Enron North America unsecured loan discussed above. Northern also 
entered into an agreement with MCTJ Holding Company (MCTJ), a limited liability 
company, set up between Enron and Northern. This agreement consisted of a note for 
$307.5 million, the remainder of the $450 million loan less $30 million held by Northern 
in a bank account for operating capital. Northern personnel stated that MCTJ then 
distributed the $307,5 million to another Enron subsidiary, CGNN Holdings Company, 
Inc., MCTJ's parent, which in turn loaned the funds to Enron. 

10. Additionally, Northern received $1.5 billion from Dynegy, Inc., in return for Series 
A Preferred 6% stock issued in November. At the same time, Northern loaned the 
proceeds to MCTJ, which in turn distributed the funds to Enron. Northern has recorded 
the $1.5 billion in Account 145 - Notes Receivable from Associated Companies. 

11. During staffs audit in early March 2002, the Director of Financial Accounting and 
Reporting for Transwestem and Northern indicated that Enron had the pipelines take out 
the November 2001 loans to try to hold off a declaration of bankruptcy. He also indicated 
that neither company expected to receive any repayment of these loans due to Enron's 
bankruptcy. The pipelines are still liable for the entire $550 million and $450 million. 
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Discussion 

12. The Uniform System of Accounts requires that jurisdictional entities keep their 
" books of account, and all other books, records, and memoranda which support the 
entries in such books of account so as to be able to furnish readily full information as to 
any item included in any account. Each entry shall be supported by such detailed 
information as will permit ready identifieation, analysis, and verification of all facts 
relevant thereto." ^ 

13. It appears that due to the failure to maintain written cash management agreements 
with Enron, neither Transwestem nor Northern were able to support entries in Account 
146 of the Uniform System of Accounts. 

14. Therefore, the Commission is directing Transwestem and Northern each to provide 
written responses stating why the Commission should not find that each of them has 
violated the General Instractions-Records under Part 201 of the Uniform System of 
Accounts by failing to maintain written cash management agreements with Enron. 

15. Under sections 4, 5 and 7 of the NGA: ( 1 ) the rates, charges and services of natural 
gas companies must be just and reasonable and not unduly discriminatory; (2) the 
Commission may, after a hearing on its own motion, find that the rates, charges, or 
services of a natural gas company are unjust, unreasonable or unduly discriminatory and 
accordingly modify such rates, charges, or services by order; and (3) the jurisdictional 
services provided by natural gas companies may be authorized on the basis of a finding 
that such services are in the public interest. 

16. It appears that the loans made by Transwestem and Northern described above were 
impmdent. It further appears that Transwestem and Northern will experience an 
increased credit risk as a result of the loans and will have a significantly higher cost of 
capital. 

17. Therefore, the Commission is directing Transwestem and Northern each to provide 
written responses stating why the Commission should not find that the November 2001 
loans described above were imprudently incurred, and why the costs arising from such 


’See General Instractions-Records under Part 201 of the Commission's Uniform 
System of Accounts for Natural Gas Companies Subject to the Provisions of the Natural 
Gas Act. 



203 


Docket No. IN02-6-000 5 

loans and arrangements should be passed on to ratepayers after the settlement rates now 
in effect expire. ^ 

The Commission orders : 

(A) Transwestem and Northern are each hereby ordered, within thirty days of the 
date of this order, to provide written responses stating why the Commission should not 
find that each of them has violated the General Instructions-Records under Part 201 of the 
Uniform System of Accounts by failing to maintain written cash management agreements 
with Enron. 

(B) Transwestem and Northern are each hereby ordered, within thirty days of the 
date of this order, to provide written responses stating why the Commission should not 
find that the November 2001 loans as described above were imprudently incurred, and 
why the costs arising from such loans and arrangements should be passed on to ratepayers 
after the settlement rates now in effect expire. 

By the Commission 

(SEAL) 


Magalie R. Salas, 
Secretary. 


■•Under the settlement reached in Northern's last general rate case in Docket , No. 
RP98-203-000, Northern may not file a general rate increase before November 1, 2003, 
but must file a general rate case not later than May 1, 2004. Under the settlement reached 
in Transwestem's last general rate case in Docket Nos. RP95-271-000, et al., 
Transwestem's negotiated settlement rates expire in 2006. 
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UNITED STATK OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Before Commissioners: Pat Wood, IE, Chairman; 

William L. Massey, Linda Breathitt, 

And Nora Mead Brownell. 

In Re Investigation of Certain Financial Transactions Docket No. IN02-6-000 


Committee oji Governmental Affair-; 

EXHIBIT #A-41h 


ORDER APPROVING STIPULATION AND CONSENT AGREEMENT 


(Issued August 8, 2002) 

1 . The Commission approves the attached Stipulation and Consent Agreement 
(Agreement) between the Commission's Chief Accountant, the Market Oversight and 
Enforcement section, Office of General Counsel and Northern Natural Gas Company 
(Northem). The Agreement resolves only those issues of feet and law as discussed in die 
Commission's August 1, 2002 Older to Respond issued in the above referenced 
proceeding concerning possible violations of the Commission's regulations under Part 201 
of the Uniffirm System of Accounts governing inteistate pipelines, 

18 CJJL part 201 (2002). 


2. The Order to Respond directed Northem and Transwestem Pipeline Company to 

provide, within thirty days, written responses stating why the Commission should not find 
that each conqiany: (1) violated the General Instructions-Recoids under Part 201 of the 
Uniform System of Accounts by filing to maintain written cash management 
arrangements with their parent, Enron Corporation (Kuon); (2) entered into improdent 
loans, die proceeds of isdiich were transferred to Enron shordy before Enron filed for 


arrangements on to ratepayers after setdement rates now in effect expire. 


3. Die Agreement provides, among other things, that Northem and its parent 

company * vrill con^ly with the provisions of the Final Rule regarding written cash 
management practices resulting fiom die Commission's Notice of Proposed Rulemaking, 
Reeulation of Cash Management Practices, in Docket No. RM02-14-000 issued on 


‘Northern is enrrendy owned by Dynegy, Inc. On July 29, 2002, MidAmerican 
Energy Holdiiz^ Company agreed to purchase Northem &om Dynegy subject to certain 
closing conditions. 
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■ August 1 , 2002. ^ Northern will not include the costs associated with the $450 million 
loan entered into on November 19, 2001, with Citicoip North American, Inc. and JP 
Morgan Chase Bank as co-administrative agents in any future Commission rate 
proceedings before the Commission. Specifically, Northern will not include the loan 
itself, the interest cost of the $450 million loan, or the cost of acquiring such loan, in any 
future Commission rate proceedings. 

4. The Coimnission finds that the Agreement provides an equitable resolution of the 

^ecific issues raised in the August 1; 2002 Order to Rbspohd~m£ respect to Northern 
and is in the public interest Approved of this Agreement does not constitute settlement or 
waiver of any further action or remedies the Commission may find appropriate 
concerning matters that are not addressed in the August 1, 2002 Order to Respond. 
Further, nothing in this approval constitutes immuni ty firrm any civil or criminal action 
th^ any other federal agency or department may take. 

The Commission orders : 

(A) The attached Stipulation and Consent Agreement is approved in its entirely 
without modification. 

(B) The Commission's approval of the attached Stipulation and Consent 
Agreement does not constitute approval of or precedent regarding, any principle or issue 
in this matter. 

By the Cotmnission. 

(SEAL) 



voodA. Watson, 1 
Deputy Secretary. 


^100 FERC 1 61,142 (2002). 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 
In Re Investigation of Certain Financial Data ) Docket No. IN02-6-000 

STIPULATION AND CONSENT AGREEMEOT' 

1. Inlrodncrion . 

On August 1, ZOUit, the Commission issued an Order u> Respond to Northern Natural Gas 
Company (Norlheni) aiidTranswestem Pipeline Company fTianswestcm) that directed Nordicni and 
l^answcstcrn to state; (1) why tiicy have not violated die Commission's Uniform System of Accounts 
for natural gas companies widi respect to written cash management agreements wkli their parent; and 
(2) tdiy die costs and indebtedness associated with certain loans were notimpnidendy incurred and 
therefore unrecoverable by Northern and Transwestem in aiiy future Commission rate proceedings, 
n. Agreement . 

Northern neither admits nor denies any violation of the Commission’s Uniform System of 
Accounts and Northern neither admits nor denies that any of its loans were entered into imprudendy. 
However, Northern, Che Chief Accountant, and the Market Ovenight and Enforcement Section, 
Office of General Counsel agree as follows; 

A. Northern and its parent '/ commit that drey will comply widi the Final Rule regarding 
written cash management practices resulting from die Commission’s Nodcc of Proposed Rulemaking, 
Regulation of Cash Management Practices, in Docket No. RM02'14^00 issued August 1, 2002. 


V Northern is currently owned 6y Dynegy, Inc. On July 29, 2002, 
MidAmerican Energy Holdings Company agr^ to purchase Northern from 
Dynegy subject to certain closing conditions. 
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B. Northern wiU ncA include the cosla aasodnieil widi the $450 million loiui entered into on 

November 19, 2001 vsithCitiCorp Nortli American, Inc,, and JP Morgan Chase Bank as coHsteral 
trustee, and Citicorp North American, Inc. and JP Morgan Oiasc Bank as co-adnunisaadve 
a^ts, in any Rjture rate proceedings before the Commissioiu Specrficaily, Northern will not 
indude ilsett^ the inieresccc^ c^du: $450 riiQUonloaii, or the cast of acriynngtMiai loan, 

in any fucure Commission rate proceedings. 

C. Nolwithslanding Paiagrapli B, tire Coramission admovriraiges thasNoifheni vrifi, &om linn: 
to time, amend, extend and terminate debt or aotuire new debt as die economic and finandal market 
enwonment in whidi Northern competes lor capital dict^es. SpedCcdly, it sliould he noted that the 
$450 nullion diort-teita loan in question will expire or be paid in fuQon or before November 19, 2002 
and wiB, therefore, not be included in the capital structure of Northern after November 2002. 
However, the Commission reseivcs the right to detcmrinc, in any ftimrc NGA Section 4 rate 
proceeding, whcdicr the aequisidoti cost associated with any future refinancing of die $450 miffiori 
loffij was just and reasonable. 

D. Hus Agreement settles any and all civil and admintoitive disputes, aiid is in lieu oi'atiy 
other remedy that the Commission migiil assess, deteemine, initiate or pursue, including remedies 
pursuant to Secdon 5, 7 and 16 of the Natural CJas Act, concerning only those matteis spedficaBy 
described or referred to in the Commission’s August 1, 2002 Order to Respond, 'file Comnussion 
rcstuves the r^it to pursue any other matters diat are not die subject of die August 1 , 2002 Order to 
Respond. 


2 
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lU. Terms. 

A. By this Agreement, the Chief Accountant, Market Oversigitt atid Enforccjnentand 
Northern intend to settle only the matters referred to in this Agreement and that are vdthin the 
Commission's Jurisdiction and statutory aulliorily Co selde. 

. B. . The Chief Accountant, Oversi^' ahdsiSnforcemtot ,;.aia : Noithesn 

acknowledge and agree that this Agreement is a settlement only of those matters specifically set 
forth in the Commission's August 1, 2002 Order to Respond that are heing investigated by the 
Chief Accountant and Market Oversight and Enforcement. Nothing herein is intoided to be an 
admission on the part of Northern of any violation or wrongdoing. 

C Tlie Chief Accountant, Market Oversight and Rnforcementand Northern state that 
they enter into this Agreement voluntarily and that, other than the agreements provided herein, no 
tender, offer, or promise of any kind wliatsoever has lieen made by any party lo diis Agreement, or 
any member, employee, oflicer, director, agent, partner or representative of any such party, to 
induce any other party to enter into diis Agreement. 

D. Except as expressly sdpolated and acknowledged and agi'eed herein, neither the 
Chief Accountant, nor Market Ovendj^ and Enforcement nor Northern makes or has made atu’ 
admissions or acknowledgments or agreements in connection herewith. 

E Unless the Commission issues an order approving tliis Agreement in its entirety 
witliout modificadou, tliis Agreement shall be null and void and have no effect whaLsneverand the 
Chief Accountant, Market Oversight and Enforcement and Nortliem will nut be bound by any of 
its provisions or terms, unless tliey agree otherwise in wridng. 


3 
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F. Wiih the excepliona of any additional administrative or civil remedies: that may be 
imposed for failure to comply with die terms of Part II of ihia A^eetneni, any and all 
administrative or civil remedies that the Commission may have against Northern, its successors or 
assigns, either before the Commission or in tiic courts, arising from die matters set forth in Fart II 
of this Agreement, sludl he forever barred upon compliance with Ihc provisions of Part U of diis 
Agreement.! 

G. Tlie umleni^ed representative of Nordicm affimis that he/shc hk read die 
representadons sctfoitkin the Agreement, and tiiatall statements and matters set fordl herein are 
true and correct to the best of his/her knowledge, information and beKef, and that hefshe 
understands that tfie Chief Accovmtant and Marhet Ovcrai^ic and Enforcement enter into diis 
Agreement in express reliance on tliosc representations, 

H. Hie terms and condidons of this Agreement arc binding on Northern and its 
successors and assigns. 

I. By its order approving this Agreement, the Commission sliall terminate widi respect 
to Northern matters referred to it in the August 1 , 2002 Order to Respond Northern waives any 
rights to seek further admiaisCradve review or to seek judicial review of any Commission onler 
approving diis Agreement without modJficadoii. . 


4 
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J, Each of the tmdersigned vrarants tbil he or site is an authorised leprescntadvo of 

the party designated, is aufliorized to bind sudi party, has aotiKed tiic party of flic tcmis of this 
Agreement and accepts it on flic party's bdialf. 
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ORIGINAL [ 


Conunit tee on Governmental Affairs 

EXHIBIT #A-41r 


UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


■ ^0 




In re Investigation of Certain Financial Data ) 


Docket No. IN02-6-000 




RESPONSE OF TRANSWESTERN PIPELINE COMPANY 

In accordance with the Commission's August 1, 2002 Order to Respond in the above- 
captioned proceeding, Transwestem Pipeline Company ("Transwestem”) provides this response 
demonstrating why it did not violate the Commission's Uniform System of Accounts under Part 
201 and why the costs and indebtedness associated with a loan totaling $550 million made by 
Transwestem with Citicorp North America, Inc. and JP Morgan Chase Bank (hereinafter 
"Citicorp," "JP Morgan" or "Banks") were prud«itly incurred. As demonstrated herein, 
Transwestem's treatment of the loan transactions with die Banks and Enron Corporation 
("Enron") was fully consistent with the Commission's accounting regulations and its decision to 
enter into the loan transactions clearly was prudent in view of the facts that were known by 
Transwestem during the operative time period: mid-October through mid-November 2001. 

In support hereof, Transwestem shows as follows: 

I. BACKGROUND. 

A, Origin and Subject Matter of FERC*s Investigation. 

The Commission's August 1, 2002 Ordw arises from an industry-wide investigation into 
the balances in the cash account and accounts related to associated companies, reported in the 
FERC Forms 1, 2, and 6, for the years 1997 through 2001 . This investigation was commenced in 
November of 2001. The Commission subsequently narrowed its investigation and initiated an 
audit for selected natural gas companies in January 2002 to determine whether those specific 
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companies were in compliance with the accounting regulations under Part 201 and the reporting 
requirements for Oie yeai^ 2000 through 2001. On March 1, 2002, the Commission instituted a 
non-public investigation regarding financial data related to transactions for the benefit of 
corporate parents or other abates or associated entities of jurisdictional companies. 

The investigation of Transwestem and its pipeline affiliate Northern Natural Gas 
Company ("Northern Natural") focused on their relationship with Enron, which at relevant times 
was the parent company of bofii pipelines, hi particular, the Commission investi^ed tv/o 
November 2001 revolving credit agreements that Transwestem and Northern Natural entered 
into, at the request of Enron, for $550 million and $450 million, re^ectively, with Citicorp and 
JP Morgan (the "Credit Facility").! as describ^l below, Enron contenqioraneously enterod into 
agreements to borrow the majority of those loan proceeds fiom Transwestem and Northern 
Natural. 

On November 13, 2001, Enron executed two subordinated promissory notes in favor of 
Transwestem for $137.5 millio n and $412.5 million. The promissoiy notes provide that they are 
subordinated to prior payment of all senior indebtedness upon dissolution, liquidation, or 
reorganization for the benefit of creditors of Enron. Enron borrowed the full amount of the $550 
million &ce value of those notes fix>m Transwestem, less $10 million retained by Transwestem 


! The Commission issued an order on August $, 2002 ^Tproving a Stipulation and Consent Agrees^t 

between FERCs Chief Accountant, die Mailcet Oversight and Enforcement section, OfBce of General Counsel and 
Nordiem Natural, hi re hivestigation of Certain Financial Transsetions. 100 FERC ^ 61,179 C2Q02). The 
Agreement resolved tiie issues of &ct and law concerning possible violations of FERCs accounting legulations 
under Part 201. The Agreement provides, among other thing s , tiiat Norfoem Natural and iti parent conqiany will 
gnm pl y with tiic provisimis of the eventual Pimd Rule regarding written cash management practices in Docket No. 
RM02-14-000. Under the Agreement, Northern Natural consents not to include tiie costs associated with 'he $450 
million loan in any future rate case. 
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as supplemental working capital. As a result of the Enron bankruptcy, Transwestem has 
established a reserve against these loans to EnroiL^ 

According to the Commission’s Order to Respond, Transwestem purportedly filled to 
maintain a written cash marragement agreement with Enron and is urrable to srqrport entries in 
Account 146 of the Uniform System of Accounts. The Commission directed Transwestem to 
provide a written response stating why the Commission should not find that Trarrswestem has 
violated the General hrstructiorrs-Records imder Part 201 of the Uniform System of Accormts. 
The Comrrtission also required Transwestem to provide a written response stating why the 
Comttrission should not find that the November 2001 loans were imprudently incurred, and why 
the costs arising fiom such loans and arrangements should be passed on to ratepayers in a future 
rate case. 


B. Material Facts not Considered by FERC in Issning the Order to Respond. 

The Commission's August 1 , 2002 Ordw is specifically predicated on several irrcorrect 
factual assumptions and on a general lack of information as to the overall factual context 
surroundirrg the questioned transactiorts. The chronology of events surrormding the loan 
agreement and the everrts leading up to Enron's bankruptcy are essential to a determination of 
this proceeding. The Commission carmot make a reasoned decision in the absence of this 
informatioa The following chronology demonstrates conclusively that, among other things, 
during the time the loan agreement was considered and entered into, Enron had an investment 
grade credit rating, the Dynegy-Enron merger was executed, was pending and had not yet been 
terminated, and Transwestem was in a position to provide a loan to meet its 


2 


See Transwestem Pipeline Co. FERC Form No. 2 at 110 (Dec. 31,2001) ("Fonn2"), 
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paretit's/stockholder's then pressing need for financial support. Mareover, Transwestem acted 
reasonably and pruriently in its actions leading up to and including the loan transaction. 

Chronology of Events Surrounding the Loan Agreement 

In October of 2001, Enron was in the midst of financial problems. However, Enron was 
taking actions designed to remedy those problems. As explained below, Transwestem was 
requested by Enron, Transwestem's sole shareholder, to evaluate its caparnty to incur debt in 
order to provide financial assistance to Enron. Emon was taking other measures as well. Enron 
aimormced its agreement for the sale of Portland General Electric Company {"Portland General") 
to Northwest Natural Gas Company ("Northwest Natural") on October 8, 2001. The total 
purchase price of $1.8 billion was to include $1.SS billion in cash, $200 million in Northwest 
Natural preferred stock, and $ jO million in Northwest Natural cormnon stock. In addition to the 
purchase price, Northwest Natural was to assume approximately $1.1 billion in Portland General 
debt and preferred stock. The deal also provided that Northwest Natural would assume an 
approximately $75 million payment obligation fiom Enron to Portland General. After the 
announcement of the transaction, on October 9, 2001, Enron declared a regular quarterly 
dividend of $0,125 per share, payable on December 20, 2001.^ 

On October 16,2001, Enron reported itsfirst quarterly loss in more than four years after 
taking charges of $1 billion on poorly performing businesses.* Enron also disclosed a $1.2 
billion charge against shareholder's equity relating to dealings with partnerships run by its CFO. 
Enron issued a press release on October 16, 2001 stating that recurring earnings per diluted share 

5 See Enron Press Release Date Oct 9, 2001 (attached hereto as Appendix A). 


4 


See Enren Press Release Dated Oct 1 6, 2001 (attached hereto as Appendix 6). 
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of S0.43 fitt the third quarter, compared to $034 in the third quarter of 2000, with the total 
recurring net income increased to $393 million, versus $292 million the year before. Enron 
disclosed on October 22, 2001 that die SEC had asked Enron to provide information on 
transactions between Enron and certain partnerships.^ 

During this mid-October interval, Enron approached the management of its pipeline 
subsidiaries to inquire whether these entities possessed adequate debt carrying c^iacity to 
facilitate material financial relief for Enron At that time, Transwestem's senior management 
beHeved it to be a sound business objective for the company to respond affirmatively to ite 
shareholder's entreaties provided that it could do so in a reasonable and prudent manner. Thus, 
in response to Enron's inquiry, Transwestem evaluated whether it had adequate debt edacity and 
therefore whether it was economically feasible fiom a business standpoint, in the context of both 
its regulatory environment and obiigation to customers, to enter into a loan transaction for the 
benefit of Enron. Transwestem's management exercised its judgment and considered all relevant 
matters, including the fact that it bad substantial capacity for leverage due to the circumstance 
that its capital stmcture was virtually 1 003i equity. Indeed, shortly before the questioned loan 
closed, Transwestem paid off the one remauung loan it had outstanding and had a 100% equity 
capital structure whm the loan closed.^ hi addition, teams fiom XP Morgan and Citicoip 
conducted a detailed analysis on a historical and projected basis concerning Transwestem's 
ability to incur some reasonable level of debt without jeqiardizing its credit risk or unduly 
burdening its capital stmcture. The loan negotiations between Transwestem and JP Moigan and 


^ Bmou Press Release Date Oct 22, 2001 (attached hereto aa Aj^xudix Q. 

^ Theoiilyc[ebtiramwestemhsdoutatandu]gattoeendof2001wastheSS50mUUonloaa See Form 2 at 
112-113. 
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Citicoip were conducted at arms length. Tiai^westai and the Banks ultmiatel)' detemiined that 
the loan was luUy supported by Transwestem's capitalization and connneicial outlook. 

Enron issued a press release on October 2S, 2001, stating that it continued h) have hi^ 
transaction volume, which showed the strength of Enron's core businesses.'^ On this sam e day, 
Enron drew on its committed lines of credit to provide cash liquidity in excess of $1 billion in 
order to dispel uncertainly in the financial cormmmity.* This $1 billion was sqjarate and distinct 
fiom the questioned loan transactions, which had not yet been publicly announced by October 
25,2001. 

Chi November 1, 2001, Enron atmounced the written commihnents for an additional $1 
bilUon fiom JP Morgan and Citigroup to be supported by loans executed with Tianswestem and 
Northern Natural.^ The proceeds were to be used by Enron to supplement short term liguidity 
and to refinance maturing obligations. The commitments were subject to customary terms and 
conditions, including due diligence. Enron issued a press release announcing the loan 
commitmraits and on November 13, 2001, filed a Form 8-K with the SEC describing the 354^1ay 
revolving credit iacility commitment letters, lb The Tianswestem credit agreement was to be 
stmetured such that the proceeds of Transwestem's borrowing would be lomied to Enron, with 
the banks holding a secured interest in Transwestem's not receivable fiom Enion.ll The loan 

See Ennm Press Release Dated Oct 23, 2001 (attached hereto as A^eudix D). 

a. 

See Enroti Press Release Dated Nov. 1,2001 (attached hereto as Appendix E). 

See Enron's Foim S-KFiling (Nov. 13, 2001) (attached hereto as Appendix F). 

See Appendix F, suoia. Annex 1, Covenants. 
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was structured to accommodate the batiks' requirement that, to the extent Enron developitd future 
credit rating difBculties, Enron's access to cash ftom Transwestem under a separate Cash 
Management Agreement (between Enron and Transwestem) would be subject to limitations. 
Specifically, the loan agreement between the Banks and Transwestem provided for a prohibition 
on inter-company loans or advances in the event of continuing default by Transwestem or when 
the sum of Transwestem's unrestricted cash and the unutilized borrowing c^adty under the 
Credit Facility after giving effect thereto is less than $10,000,000, or when Enron is no longer 
investment gnde-l^ 

Wi thin a week of obtaining the $1 billion loan commitment, Enron issued a press release 
on November 8. 2001 confirming discussions with Dynegy, Inc. ("Dynegy") regarding a possible 
business combination transaction.13 Enron also provided additional information on November 8 
by filing a Form 8-K Rqiort setting forth related party and off-balance sheet transactions.''' The 
Form 8-K filing provided information, among other things, regarding a required restatement of 
prior period finan cial statements to reflect a previously disclosed $1.2 billion reduction to 
shareholders' equity, as well as various income statement and balance sheet adjustments required 
as the result of a determination by Enron and its auditors that certain off-balance sheet entities 


See id.. Annex I, Covenants. 

See Enron Press Release Date Nov. 8, 2001 (attached hereto » Appendix O). 
See Giron's Form 8-K Filing (Nov. 8, 2001) (attached Iwxeto as Appendix H). 
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should have been included in Enron's consolidated financial statements in accordance with 

GAAP.15 

Against this backdrop, Enron and Dynegy announced their definitive agreement for the 
monger of the two companies on November 9, 2001. Dynegys cuiTsrt stocldroMeais (including 

ChevionTexaco Coip.) were to own approximately 64% and Enron's stodrhDlders woe to own 
approximately 36% of the combined company's stock at closing, a ratio that implied an 
^roxhnate $4 billion market capitalization for Enroai^ The transaction was nnanimansly 
^iptoved by the boards of both companies.1* 

On November 13, 2001, the agreements between the Banks, Transwestem andEmon 
were executed.19 Enron filed with the SEC its thiid quarter 10-Q on November 19, 2001. That 
filing included a reatatement of past period earnings and a disclosure that it was attempting to 
restactore a S690 million obUgalion that could become due on Novmnber 27, 2001 Enron 
also reaffirmed through a press release its commitment to the merger with Dynegy. hi 
addition, Enron aimounced that it was involved in active discusfflons with its primary lendcra on 

^ Enion Press Release Dated Nov. S, 2001 (aUBched hereto as Appendix I). 

16 See Enron Press Release Dated Nov. 9. 2001 (attached hereto aa Appendix 31. 

17 a. 

18 H, 

1® ^ Transwestem Pipeline Co. Credit Agreement With Cidcoip North America, Iric. and Citicotp North 

America, Inc. artd JP Morgan Chase Band (Nov. 13, 2001) (attached hereto as Appendix K.). 

® See Enron Press Release Dated Nov. 19, 2001 (attached hereto as Appendix L). 
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See Enron Press Release Dated Nov. 21, 2001 (attached hereto as Appendix M). 
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a restouctnring of ite dett obligations to fiirther enhance Its financial stability.^ As of the time 
of the subject loan ttaosaction, Transwestem senior management reasonably believed that 
Transwestem had taken steps to &irly and reasonably adjust its coital structure in a loan 
ttmsaction that had and would, along with other events, result in a material assist in avoiding an 
irreparable financial crisis for its parent company. 

Conditions Deteriorated Rapidly Leading to Enron's Bankmntev 
The conditions that existed during the consideration, negotiation and execution of the 
loan transaction deteriorated and then changed suddenly and dramatically on November 28, 
2001. On that date, Dynegy provided notice to Enron of its immediate tsmination of the 
proposed merger, which prompted S&P and Moody^ to downgrade Enron's long-term debt to 
below investment grade.^^ Enron announced in a press release on tiiis same day that it v/as 
taidng actions designed to preserve value in the con^any's core trading and other energy 
businesses, including the temporary suspension of all payments other than those necessary to 
maintain core operations.^ On November 29, 2001, Enron announced tiiat it was re-evaluating 
whether previously announced dividends would be paid.25 This announcement was associated 
witii Enron's plans to take actions necessary to preserve value in its core energy businesses. 


» li 

^ Although tile matters have DOW been resolved by settlement, the ficts related to and lesdiiig^ to die 

Dyn^ terramatios of the merger sgreement are set forth m the Con^Iaint for Declaratory Relief and Damages 
filed by Huron Cmp., et al.. against Dynegy Inc. and Dynegy Holdings in die United States Banknq^tcy Court, 

Soudiem District of New York (attached hereto as Appendix N). 

24 ggg Escoa Press Release Dated Nov. 28, 2001 (attached hereto as A^^endix O). 

^ ^ Enron Press Release Dat^ Nov. 29, 2001 (attached hereto as Appendix P). 
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On Decemba 2, 2001, Enron ffled for voluntary Chapta 11 reorganization with the 
United States Bankruptcy Court for the Southern District of New York.^® 

m. THE COSTS AND INDEBinroNESS ASSOCIATED WITH THE LOAN WIRE 
PRUDENTLY INCURRED. 

The Commission's Order to Respond directed Transwestem and Northern Natural to 
demonstrate "why flie imsts and indebtedness associated with loans totaling i^proximately $1 
billion made by the pipelines with Citicorp North America, Inc. (Citicorp) and IP Morgan Chase 
Bank (XP Morgan) within two weeks of Enron filing for Chapter 1 1 reorganization under the 
Federal Bankiqdcy Code were not imprudently incurred and therefore umecoverable by the 
pipelines in any fiiture rate proceedings before this Commission." Order to Respond at 1 . 
Without analysis the Commission states simply that it "tgrpeats” Transwestem's decision to enter 
into Qie loan agreement was in^radent From the Order as a whole, fois cortclurion seems to be 
tied directly and solely to the close proximity of die loan agreement to Enron's filing for 
bankruptcy on December 2, 2001. As shown below, at the time die decision to enter into the 
loan agreement was being considered and entered into - mid-October throng mid-Novanb^ 
2001 - Transwestem's decisions were demonstrably pmdent 

A finding by the Commission that Transwestem management's decision making 
suiiounding the S5S0 million loan was tainted by inqirudence can be supported, if at all, only 
when based on hindsight or prescience or both. Under established law, however, the 
Ccmmiission is required to focus exclusively on wheth^ it was reasonably prudent for a phieline 
management to enter into the loan agreement at the time the loan agreement was negotiated and 
entered into. The prudence standard under Sections 4 , 5 and 7 of the Natural Gas Act ("11GA") 
is bas^ on a "reasonable utility managemoit" test which is highly deforential to management 
2® Emoa Press Release Dated Dec. 2, 2001 (attached hcieto es Appendix Q). 
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deeisions.27 Under the "reasonable utility management" test, the Dnimiission must determine 
whether the business decisions Transwestem made are the type of decisions that a reasonable 
utility management would have made, in good faiflt, under the same circumslaiices and at the 
same relevant noint in time. In addition, the standard requires that the Commission qiply a 
rebuttable presumption tiiat Traoswestem's management acted prudently in entering the loan 
transaction. 

A. There is No Clear Statutory Basis for the Order. 

As a tiuoshold matter, the Commission Order is not clear on the statutory basis for its 
actions. Indeed, while the Commission refers to its authority under Sections S, 7 and 16 of the 
NGA, those provisions do not provide express authority for the Commission's Order. Older to 
Respond at 1. What is clear is that the Commission is sot initiating a rate proceeding under 
Section 5 mid die Commission has made no finding that Transwestem's existing ratra are 
anything but just and reasonable rates. In &ct, none of the costs associated with the loan in 
question were included in any prior rate proceeding and, in particular, they were not included in 
the rate proceeding in Docket No. RP95-271-000, etal.. which formed the basis for 
Transwestem's existing rates. Under the settlement approved by the Commission in dial 
proceeding, existing rates are to remain in effect until the filing of a new rate case under Section 
4, which must be Sled to be effective by November 1, 2006.^^ Until Transwestem initiates its 
next general rate proceeding, no lawful determination can be made by the Conunission with 


ISIFERC^ 


27 


61,047 (t985)): gm Chv of New Orleans v. FERC. 67 F.3d 947 (D.C. Cir. 199^ (applying prudence standard 
articula^ inViglgfi. Even in cases in which the prudence standard is not an issue, federal cowls have recognized 
die broad dweretion that utiUty's possess concemh^ the disposition of profits, i 
v.FERC. 774F.2d 1205, 1218 {D.C. Cir. 1985). 


28 


Transwestem Pioeline Co.. 72 FERC H 61,085 (1995). 


It 



222 


rrapect to any cost con^nait of Transwestem rates since no rats chan^ proceeding is pending 
before the Coimnission. Additionally, in the context of any general rate change proceeding, the 
Commission must con»der all rdevant costs, not just one single congionent, as the Commission 
^eats to be doing here.® 

Similarly, the Commission's Order does not bring into play any aspect of Section 7 of the 
NGA. The Orda" does not concern a request tor a Certificate of Public Convmence and 
Necessity nor is there any pending request fisr abandonment authorization associated with 
Transwestem's jurisdictional facilities. 

To the extent Section 16 is intended as the basis for tiie Orda, this would seem to ^ly, 
at best, to the enforcement of the Commission's accounting requirements unda the Unifoim 
System of Accounts for natural gas companies. While Transwestem does not believe it lias run 
afoul of the Commission's Unifoim System of Accounts as is dranonstrated in the next SKStion of 
this response, the fact is that Transwestem has been involved in an audit by the Commission's 
accountants which is ongoing. To date, the Commission's auditors have been tiie recqiieit of 
responses fiom Transwestem to data requests on numerous occasions including responses that 
were provided subsequent to the issuance of the Commission's Order in this proceeding.^® The 
audit staff has not, to the best of Transwesten's knowledge, completed tfadr final report on the 


79 The CowmissioD has aoestabUshed policy against pbcemeBliatBnuldng. See. e.g.. Wiliiston Biisin 

Inlenttte Pipeline Co., 74 FERC 1 61,081, at 61,250 (1996); CNG Transmission Coro.. 63 FERC ^ 61^30, at 
63,192(1993). 

^0 Tiamwesteta'S tnost recent data response to the Audit Staffs 3tst and 32nd writtai reijtiests was provided 

on August 26, 2002. 
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audit and is continuing its review of Tianswestem's boote and records.^ 1 Under these 
circumstances, the underlying statutory basis for the August 1 Order is unclear. 

While the basis for the Commission’s Order is doubtfiil, Ttanswestem nonetheless seeks 
here to re^nd to the foctual matters raised by the Onler to Respond. Ttanswestem does not 
believe the Commission's Order reflects all of the salient facts associated with Transwesrem 
activities and Ttanswestem desires to clear the air with respect to fliis and any allegation 
regarding the prudence of its actions. 

B. Tianswestem's Actions Were Demonstrably Fnident Under the Applicable 
Standard. 

While the Order to Respond does not identify the applicable standard to be relied in 
judging the prudence of Transwestem's actions in entering into the loan agreement with Enron, it 
is axiomatic under established precedent that the Commission ^ly the "reasonable utility 
management" test.^^ The "reasonable utiUty management” standard for prudence determinations 
provides that: 

"[Mjanagers of a utility have broad discretion in conducting their bnsittess affoirs and in 
incurring costs necessary to provide services to their customers, hr performing our duty 
to determine the prudence of specific costs, the appropriate test to be used is wfoether they 
are costs which a reasonable utility management (or dtat of another jurisdictional entity) 
would have made, in good toith, under the same circumstances, and at the relevant point 
in time. 


^ 1 Part 1S8 of the FERCs legulatioDS provides diat a notice of deficiency will be issued based on an 

exanunation by a representative offiieComoiission^ accounting department 18 CJ.R. § 158.1 (200^ lludeitbis 
procedure, Tr8asw»ssm is entitled to an oi^oTtunity to respond to a notice of deficiency. 18CF.K-1 15B2(2QQ2% 
Tbc audit staffbas not issued a deficient notice to date. 


The Commission applies the "reasonable utility management” stambrd of prudence under the both FPA and 
fheNGA.1 


900 F Jd 340, 347 pj.C. Cir. 1990) (affirming die 
Commisaion's finding that National Fuel's purchases of high cost gas fin off-syslem sales were imprudent) (citing 

Or. 1986)): see also Metzenbamu v. Colimfeia Gas Transmisaion Coro.. Opinion No. 25, 4 FESC f 61,277, at 
61 ,621 (1978) (applying test under which the Commission must examine the incunence of costa fiom ^ 
perspective of the company at the time when the deciaions were made). 


13 



224 


is VioieL 800 F.2d at 282-83 (quoting New England Power Co.. 31 FERC f 61,047, at 61,084 
(1985) (emphasis in oiiginal).^^ The Violet court placed great emphasis on the feet that flie 
Commission could not consider subsequent events in reaching its pmdmce detennination. In 
this r^ard, the Firat Ciieuit held that "while in hindsight it may be clear that a management 
decision is wrong, our task is to review the prudence of the utility’s actions and the costs 
resulting fliereftom based on the particular circumstances existing at flie time the challenged 
costs were actually incurred, or the time the utility became committed to incur those 
expenditures." M, at 283. 

Furtbennoie, the standaid is no different when applied to intra-corporate transactions. In 

Panhandle Eastern Pine Line Co., the Commission reversed an Aid's finding that Panhandle's 

purchases of gas firom its affiliate trunkline Gas Conqrany were imprudent34 xhe Commission 

explained in qiplying the pmdence standard to an intra-corporate transaction that; 

In determining whether certain expenditures are prudent, the Cormnission has formulated 
the reasonable person standartl, which it articulated in New England Power Company . 
The Commission stated that while utility managers have broad discretion in foe conduct 
of their business affairs, "the appropriate test to be used is whether they are costs which a 
reasonable ati'Uty management (or that of anotiier jurisdictional entity) would have made, 
in good faith, under the same circumstances, and the relevant point in time." The 
Commission cautioned that vdiile hindsight may reveal that a management decision was 
wrong, the prudence determination is 'Tiased on the particular circumstances existing 
either at the time the challenged costs were actually incutred, or the time the utility 
became committed to incur those expenses." 


3^ In Violet the First Circuit affirmed the Commission's decision that New England Power Conqraiiy did not 

act hrprudently in continuing to invest in a nuclear power plant alter die date that the Massachnsetts Department of 
Fnhlic Utilities determmed that the primary owner ^ould have cancelled the project 

Paotiaodte Eastern Pine Line Co.. Opinion No. 313, 44 FERC 1 61,246, at 61,910 tteSgt. leh'g dialled. 
Opinion No. 313-A, 46 FERC ^ 61,189 (1989). 
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M. at 61,91 1 (footnote oiaitted).35 He ssune reaajning must be applied to Transwesteni in the 
instant case. 

1. A Reasanable Pipeline Management Wooid Have Reached the Same 
Dedsion Buring the Mid-October 2001 through Mid-November 2001 
Time Period. 

The prudence standard's requirement that the Commission disregard events which occur 
after die management decision leading to cost incurrmice is made is crucial to the Commission's 
deliberative process here. The Commission must consider Tianswestem's decision to enter into a 
loan agreement based iqjon the known facts available for consideration at that time . 

Known Materia] Pacts and Due 
Diligence During the Onerative Time Period 

Transwestem exercised reasonable judgment with respect to its decisions regarding the 
subject loarL At the time, Transwestem's sole shardiolder, Enron, was experiencing tinandal 
difficuitira. This is hardly in dispute. However, at that time Transwestem believed Enron was a 
viable, going concern with investment grade debt ratings from all major ftnancial rating entities. 
Transwestem and other Enron interstate pipeline subsidiaries were approached by Enron in mid- 
October of 2001 regarding whether they possessed the debt capacity to allow fliem to provide 
ftnancial support to support As a result a commitment letter regarding the subject loan was 
entered by Transwestem on October 31, 2001, and the loan was closed on November 13, 2001. 
Consequentty, the appropriate time period in which Transwestem's business decisions must be 
considered is mid-October through mid-November 2001 . 


35 


(. 340, 49 FERC 1 61370, at 62,344, 62346 (1989) 
(re^fictmg the FERC Stsfls aigements that Northwest's dectsion to enter into certain ^ supply conttacts 'was 
in^iudent became 'f^orlhwest should have insisted upon buyer piotectioa ctmditioiis and h^^ pricmg provisions 
. . ., and if unable to obtain these conditions. Northwest shonld have walked away hum dte batgainxug table'O (citing 
Northwest Central Pineline Coro.. 44 FERC^ 61322, at 61,821 (1988); Acker v. United Stales. 298 U.S. 426, 430 
(1936)) (footnotes omilted). 
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Tianswestera d^ded to enter into negotiatiQns to provide a loan to Enron based in past 
on the &ct that Transwestem had substantial capacity for leverage because its capital structure 
was then essentially 100% equity.^® But this was only one element of Transwestem's overall 
decision making process. Indeed, during the mid-October flirough mid-November 2001 perio4 
Transwestem management took the following known material facts into account in the process 
of tcsdeiing its decision regarding die loan agreement and, at a minimum, die Commission must 
consider such facts: 

(1) Although Enron had been experiencing financial difficulties, its credit rating 
remained investment grade throughout the relevant tune period. 

(2) Enron signed a definitive merger agreement with Dynegy in early November, 
which until late in November appeared to ensure Enron's survival, even under the worst 
case scenario. 

(3) Dynegys parent willingness to meige with Enron and take on all of Enron's 
assets and liabiliti» provided further assurances of the future economic well bemg of the 
combing Enron-Dyuegy. 

(4) The loan negotiations between Transwestem and the Banks were conducted at 
arms length. Transwestem's Board of Directors duly ^proved the loans tbrou^ 
rqipn^ate resolutions and opinions. 

(5) The SSSO million loan involved short term debt that generally would not be 
included in Transwestem's capital structure for regulatory purposes. 

(6) At the tune it was closed, the loan could he made without jeopardizing 
Transwestem's cqiitai structure and without unduly increasing cr^t risk. 

(7) Teams fiomEmon corporate finance, Transwestem and the hanks conduided 
diorough financial due diligence of income and cash flows cm a historical and projected 
basis with respect to Transwestem's ability to make and retire the loan in i^scmahle 
&shioa 

(8) Transwestem believed the principal amount being loaned to Enron would be 
recoverable by the loan's due date, along with interest as a contribution toward earnings 
ofTranswestem. 


36 


Sffl FERC ronn 2 St 1 12-1 13 (Dec. 31. 2001). 
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(9) Ube loan was stnictored under the banls’ requirement that to the extent Banm 
develops fiiturs credit rating problems, Enron's access to cash from Transwestem under 
a separate Cash Management Agreement between Enron and Transwestem would be 
limited. 

(10) Transwestem's actions were consistent with its corporate and fiduciary 
responsibilities to its shareholders under the Delaware Coiporate Law. 

Along with these salient &cts, Transwestem believed at the time of the loan fiiat it would 
he makmg a substantial contribution towards assuring Enrtm's survival. Convrasely, an Bmoa 
bankmptcy filing, although not the likely scenario fiom the perspective of Transwestem's 
management in early November of 2001, was a result to be avoided if at all possible, consistent 
with Transwestem's obUgations. The frulure to act and potential fiirtber deterioration of its 
parent company was a result that prudent pipeline managers should have, and did in this case, 
take reason^le steps to avoid. The &ct that subsequent events proved Transwestem’s effircts to 
have been too little, too late, is immaterial under the prudence standard. Moreover, Transwestem 
actions in entoing into the loan arrangements did not jeopardize its own viability, hideed, the 
&ct Is that Transwestem had the financial wherewidial to handle fire debt without difficulty. Its 
capitalization was 1 00% equity at the time and the loan arrangements were structured to protect 
Transwestem. Given the need of Transwestem's parent/shareholder for financial assistance at 
the time, Transwestem actions were demonstrably pmdent. 

Viewed in proper context, Transwestem acted as a reasonable pipeline would have under 
the circumstances and entered into the loan agreement Assuming that a difrerent conclusion 
might have been reached with the benefit and clarity of hindsight, this is of no consequence fr>r 
purposes of legal analysis under the established prudence standard. Unfortunately, Enron's 
situation drterioiated rapidly when the merger deal wMi Dynegy terminated abruptly mi 


17 



228 


November 28, 2001 upon the receipt of notice fiom Dynegy. On that same date, S&P and 
Moody downgraded Enron below investment grade. These events unfolded after Transwestem 
raecuted flie loan agreements wifli the Bmsks and Enron. Short of clairvoyance, flrese events 
could not leasonably have bemi foreseen and predicted by Transweston. Moreover, even if 
those eventualities could (with hindsight or otherwise) have been seen as more likely than not, a 
reasonably prudent pqtdine manager should have endeavoral to make the attmnpt to fiirsiM a 
financial collapse as Transwestem's management did. 

2. FERC Cannot Substitute its Judgment for that of Transwestem. 

The Cmnmission is required under the law to refiain substituting i^ judgment fir that of 
the directors of the coiporation. In the present case, the Commission's obligation is to not 
engage in micro-management of the business affairs of Transwestem with respect to decisions 
made during the operative peiiod.^'^ This findamental principle of law is well ^tablished. hr 


the Supreme Court, in reversing the PubUc Service Commission's disallowance of Soufiweston 


Bell's recovery of certain expenses in its rates, held that: 


It must never be forgotten that, while the state may regulate with a view to enforcing 
reasonable rates and charges, it is not the owner of the p rop erty of public utility 
companies, and is not clothed with the general power of managemmt incident to 
owneship. The ^licable general rule is [that] "[tjhe commission is not the financial 


ttion: nor can it ignore items charged by the utility as operating 


expenses, unless there is an abuse of discretion in that regard by the corporate ofScers." 


37 hi Midwestern Gas Tranainission Co., fa ConmiMsion emphasized that it is not fla Comuasdiia's itov 

under die NGA to manage die busmess affahs of natural gas cempaiiies. Midwestern Gaa Transmiaaimi Tn.. 3d 


FPC 61, leli'g denied. 36 FPC 599 (1966), j 
ceit. denied. 392 U.S, 928 (1968). 
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262U.S.: 

Springfield Gas & Elect Co.. 291 Dl. 209, 234, 125 N.E. 891, 901) (emphasis added) (citation 
omitted). H]is seminal case provides diat the Commission cannot substitute its jud^eat for that 
of the regulated utility in the area of business expenditures.*® therefore, pursuit by the 
Ommission of a course to take the corporate reins and determine by proxy what decisions 
"should” have been made during the mid-October through mid-Novenfoer 2001 period would be 
contrary to law. 


3. A Bebottable Presumption of Prudence Must be Applied. 

The Commission^ Drier to Respond appears on its face to view Transwestem’s decision 

to enter into the loan agreement as being presumptively imprudent Any presumption of 

impnideiKe has no place imder the law. In West Ohio Gas Co. v. Public Udiities Commission of 

Ohio, fire Supreme Court in reversing the Public Utilltis Onmnission’s leductian of West 

Ohio's recoverable operating expenses, held that 

Good foith is to be presumed on the part of file managers of a business. In the absmice of 
a showing of inefficiency or improvidence, a court will not substitute its judgment for 
theirs as to the measure of a prudent outlay.*^ 


In a more recent case, the D.C. Circuit held that "it has long been settled that a utility's costa are 
presumed (subject to rebuttal) to be prudently incurred."^ 


38 


,32FERC163,069,a 


SouthwEstem Bell Telephone Co. v. Mistouri Public Serv. Ciwnni'n. 262 UA at 289; Blaefield Wsterwulo A 
lamrovement Co. v. Public Serv. Comin'n. 262 US. 679, 693 (1923); West Ollio Gas Co, v. Public IM, Corom'ii. 
294 US. 63, 73 (1934)), aff4 38 FERC ^ 61,302, at 61,988 (1987); see also Aeahrmi. Biverside Ranimii.. ftnllmi. 
and Azusa. Cali&inlia v. PERU 669 F.2d 799, 809 (D.C Cir. 1981); Violet v. FERC 800 F.2d 280, 282 (Ist Cil. 
1986). 


*9 295 US. 63. 72 119341 fating Missouri ex reL Southweatem Bell Telephone Co. v. Missouri Pi&lic Serv. 

Comm'a. 262 US. at 289) (citations omitted). 
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These cases illustrate that application of a rebuttable presumption to utility decisions to 
incur coste is required in this proceeding. Federal ^jpellate courts and regulatory commissions 
are required to presume utility management decisions are prudent unl^s rebutted by prima &cie 
evidence to the contrary.'^* The Commission is required to apply this long standing prindple of 
law in the instant case, yet the conclusion of imprudeice articulated in its Order to Re^ond, if 
made violates this standard. No prima &cie evidence has be^ produced by the 
Commission to rebut the presumption that Transwestem's mcurrence of the indebtedness and 
costs associated with the loan agreement were anything but prudent 

C. The Loan Is Rate NeutraL 

Along with the foregoing considerations, die Commission should also take into account 
die fact th^t the loan transaction will have no impact on future rates. Transw^tem's existing 
rates are die result of a settlement approved by the Commission on July 27, 1995 in Docket Nos. 
RP95-271-000, etal., which resolved potential litigation issues arising from Southern California 
Gas Company's ("SoCal") intended relinquishment of 475,281 Dth/d of edacity on 
Transw^em's system effective November 1 1, 1996. Transwestem Pipeline Co., 72 FERC Tf 
61,085(1995). The settlement established rates to be effective No vCTaber 1, 1996. The 
settlement requires Transwestem to file a new rate case to be effective no later than Noveniber 1 , 
2006. 


40 Ohio Power Co. v. FERC. 880 F.2d 1400. 1413 fP.C. Cii. 19891 (dtina Missouri exre] 

Telephone Co. v. Miflgouri Public Serv. Comm*iL 262 U.S. at 289; Anaheim y, yijfeC. 669 FJJd 799, 809 0).C. Or. 
1981)); see also Norfewist Ptoelinc Corn.. 32 FERC^ 63,069, 8t 65,205 (1985), ^ 38 FERC ^ 61,302, at 61,988 
(1987) (holding that "[tjheie is a rebuttable presun^tion that a utili^s operations were conducted in good faith, 

Tpl^phnne Oo. Pub. Serv. Conm. 262 U.S. 276^ 289 (1923); Bluefield Waterworks A lnipnn^ement Co. 

V. Puh. Serv. Cninm of West. VA. 262 U.S. 679, 693 (1923); West Ohio Gas Co. v. Pub. Util. Comm, of Ohio.. 294 
U.S. 63, 73 (1934)). 


4^ Arizona Public Service Co.. Opinion No. 219, 27 FERC ^ 61,185, at 613^1 (1984). 
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The new rates to be proposed on NovotdjCT 1, 2006 will be based on actual cosS for the 
selected annual period used for the test period of that rate case, adjusted for known and 
measurable changes so that the costs are reasonably reflective of ongoing fiiture costs. In view 
of the test psiod requirements, the coste of the short term loan will not be ineludai in 
Transwestem's future rates since the loan matures in Noveniber 2002 .*^ The fees associated 
with the loan must, under GAAP, be amortized during the tom of flie loan. Even if flie annual 
period of actual costs included some period of time the loan was outstanding, the adjustment 
process would require that the loans be excluded fiom the capital structure because the loan 
would not be considsed to be an ongoing future cost due to its short duration. 

The Commission's conclusion that Transwestem "will have significantly higher cost of 
capital" is without flte support of any evidence. By definition, any such conclusion is sd best 
speculative. How and by what means Transwestem may seek to re finan ce its loan whmi it comes 
due in November of this year are matters that are currently under discussion and negotiation and 
me not known at the present time. As such, they are beyond die scope of this proceeding.^^ The 
Commission can consider the reasonableness of Transwestem's cost of coital only in th: context 


Sss IS C,FJl. § 154.303(a)(2) (2002). 

It is well established under die law that general rate filings are made by natsial gas pipeiiiies on a voluntary 
basis. IMted Gas Pine Une Co. v. Mobile Oss Seiv. Com.. 350 IJ.S. 332. 343 119561: Public Serv. Oumn'ii of 
New York v.PERC. 866 FJd 4S7, 429 (D.C CSr, 1989); 15 U.S.C. § 717c (1994). Tbe Comnnssion can cou^iel a 
cbange in rates tbit a pipeline abe^ylm on file only under seodou 5 of die NQA. ISU.S.C. § 717d(I994):£gb^ 
Serv. Comm'n of New Yotk v, FERC. 866 F.2d at 488; Sea Robin Pipeline Co. v. FERC. 795 FJtd 182, 183-84 
^.C. Cir. 1986). Under section 5, tbe Commiaaion ninat initiale a bearing and cany file buiden of proof to show 
fiiat the existing rates are unjust and unreasonable and to *'fix" rates which sie just s^ reasonable. 1 5 U.S.C. § 
7176(a) (1994), The Commission cannot circumvent the hnfitafions placed on its late authoi%Uin»i^ielianoe on 
otter sectioos of fiK Act Noittero Nataral Gas Co. v. FERC. 827 F Jd 779 (D.C Or. 1987); Pantendlii Pastem 
Pine Line Co. v. FERC 613 F.2d 1120 (D.C Cir. 1979), ceit. denied. 449 U.& 889 (1980). 
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of Transwestem's next ^neral rate proceeding.** Such mattera are not lawfiiUy before the 
Conmiission until then. 

Thraefore, irre^sective of the issue of prudence, the future recovery of the co^ of the 
loan are not an issue. 

D. Transwestern Fnlfilled its Fidnciary ObUgxtion to Enron Under 
Delaware Corporate Law. 

The loan transaction is completely consistent with the fiduciary duties that the directors 
of Transwestem owed to Enron. Directors of a coiporation have a fiduciary obligation to make 
business decisions that are in the best interests of foe coiporation.*^ In situatioiis involving a 
coiporation that is a wholly-owned subsidiary of another corporation, this obligation requires 
font foe directors of foe subsidiary coiporation manage the a:&irs of tte subsidiary in tiie best 
interests of foe parent coiporation and its stockholders.*^ Accordingly, the directors of 
Transwestem were required by general corporate director fiduciary obligations to operate 
Transwestem in the best interests of Enmn and its shareholders. The directors of Transwestem 
were obligated to enter into foe loan because foe loan transaction was in foe best interests of 
Enron. 


** The owneiship and makeiqi of Tcanswestcm’s capital stnictwe for purposes of die next rate case are also 

cmresdy under discussion and negotiation and not known or knowable at the present time. Fending fiitnre qpmval 
of Enron's proposed reorganization ofsssets, including Transwestem, iirto a new operating enterprise bmwn as 
"Opco," the Deditora Committee has directed the conduct of an auction process in an effort to determice the 
appropriate value of varioua separate bustneiacs including Tiauswestem. Tbus, the only tiiirig know about tile future 
ownership and coital structure of Ttauswestrem is tiiat it will definitely change and be dramatically different than 
exists in its present circumstances. 

*^ ArtuLsonv. I.ewis. 73 A,2d. 805 (Del. 1984). 

** Anadatko Petro. v. Pahhandle Eastem, 545 A5!d 1 171, 1174 (Del 1988). 
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Transwestem's directors had two fiduciary duties to Etiron under Delaware Corporate 
law. the duty of due care and the duty of loyalty. Pursuant to the duty of care, (he directors of a 
Delaware corporation ate required to "infoim themselves of any material information reasonably 
available to them,"^^ and then “act with requisite care in the discharge of their dutira."^® As 
demonstrated in the foregoing section on prudence, Transwestem's board of diiectois met these 
requirements to the fiillest extent possible. The law provides that a court will not examine foe 
reasonableness of Transwestem's business decisions, so long as those decisions resulted fiom a 
reasonable decision-making process. Under fois "business judgment" rule, foe board of directors 
is presumed to have made a business decision on an informed basis, in good foith and in foe 
honest belief that foe action taken was in the best interests of foe company.^^ Therefore, in foe 
absence of a showing of abuse of discretion, fiaud, bad foith or illegality, foe board's action in 
question will be rqtheld, regardless offoewisdomoffoe action when viewed in bindsighL hi 
ofoer woids, courts will not examine whefom- or not a decision was a good or bad business 
decision, but will look only at foe reasonableness of foe decision-making process. 

Transwestem's directors' decisioo-makiiig process clearly was reasonable in foe instant case. 

IV. 'im NOVEMBER TRANSACTIONS COMPLY FULLY WITH THE PART 201 

ACCOUNTING REGULATIONS. 

The Commission's August 1, 2002 Order concluded foat "[ijt appears that due to the 
failure to maintain written cash management agreements with Enron,” Transwestem is not able 


jorkom. 488 A.2i 858, 873 (Del 1985). 
sis, 473 A.2d 805, 812 (Del. 1984). 


M. Delaware has not enacted an "odier conatituency’' or "stakeholder” statute, a siatnte explicitly allowing 
directors to cooslder other Interests, such as effects on employees or customers, in discharging their duties. 
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to sapjjort entrirai in Account 146of(iieIiufi)nnSystsnofAccounts{"USoftL"). Ordeto 
Respond at 4. Based on this conclusion, the Commission required Transwestem to show why 
Transwestran has not violated the Genera] Insinictions-Records under Part 201 of the USofA 

The Commission's conclusion that Transwestem did not have a written cash management 
agreement is factually incorrect: a written promissory note does adst. is currently in the 
Commission's possession, and its existence has heea disclosed nummus time in Transwestem's 
FERC Form No. 2 amitial reports. In addition, even without the written ca^ mant^ement 
agreement, Transwestem's written documentation of its cash managemmt activity was sufficient 
to satisfy the requirements of the USofA. 

A. Transwestem had a Written Cash Management Agreement in Place and it 
Was Fully Disclosed to flie Commission. 

The Commission's umcem that Transwestem did not have a written cash management 
agreement for the Enron loan is unfounded. Transwestem participated in Enron’s centralized 
cash management program during the relevant time period. Transwestem’s cash suqrlus to its 
daily needs was loaned to Enron on a daily basis under a “zero balance account” mechanism. 
Transwestem’s participation in this centralized cash management system was subject to the 
terms of a written promissory note between Transwestran and Enron dated May 1 4, 2001. This 
promissory note, which is attached hereto, was provided to foe Commission’s audit staff in foe 
context of the ongoing audit. 50 


50 A copy of the Amended and Restated Promissoty Note horn Enron Coip. to Transwestem dated May 14, 

2001, is attac^d hereto as Appendix J. Copies of the prorrrissory note was requested by the Auditors and provided 
irrhnrnally by Transwestem dating dre first week in February 2002. 

Subsequently, the Conrrrrission audit staff B«ved Ttanswestem a request for copies of my cafo 
rrranagement agreemerrts. Trartswestem's written response to that request reflected seme confirsion about exactly 
what the audit staff wanted, due in part to the fact that the promissory note had already been provided. Similarly, in 
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In addition, Transwestem bas consktently disclosed tbe «istence of the casli 
management agreement to the Commission in its FERC Form No. 2 annual reports since 1997. 
The pertinent disclosure made by Transwestem in its Form No. 2 for the year ended 
ITecember 31, 2001, is ^ follows: 

Until December 2, 2001, the Respondent was included in Enron's cash 
management program. Based on the Respondent's cash availability or 
requirements, advances were made either to m fiom &iron. The net result of all of 
tbe Re^ndent's cash flows, including reimbuisements to Enron for income tax 
liabilities, employee benefit plans and various administrative expei^es d^cribed 
below, was reflected as "Accounts Receivable fiom Associated Companies" 

(account receivable) on the Comparative Balance Sheets. Tbe Respondent 
received (or paid) interest on its accoimt receivable with Enron, whieh for 2000 
was 6% on the account balance at DecemberSl, 1997 and 9.5% on the account 
balance accumulate after 1997. Beginning January 1, 2001 , the intereA rate was 
calculated on a daily basis at a rate per armum equal to the daily corresponding 
Fed Funds Rate, less .05%, as publifoed in tbe Federal Reserve Statistical Release 
H.15, which ranged fiom 1.14% to 6.62% for the year ended December 31, 2001. 

These rates were determined soldy by Enron management Interest income of 
S20.2 million and $21 .7 million was recorded in 2001 and 2000, respectively. No 
interest expense was recorded in 2001 or 2000. 

FERC Form No. 2 at pages 122.1 1-122.12.^1 In any event the Commission's assumption that no 
“written cash management" exists is not correct 


B. The Additional Written Documentation of Transwestem's Participation in 
Enron’s Cash Management Program Complied FnUy With the USofA 

A determination of whether Transwestem failed to comply with foe instmetionsoffoe 

USo£\ most rest squarely on foe rales in effect in October and November of 2001, as 


response to audit staff iaqomes it -was iudicaied tiiat there are no separate cash control standards applicable to 
Tiaoswestren. However, diere are "Mbiimom Cash Control Standmds" which have been in e£to since October of 
2000 and winch t^ly to all Boron subsidiaries, inchiding Tianswestem (attached hereto as A^endix R). 

6 i Transwestem ceased its participation in the cash management program on December 2, 2001 , because die 

Credit Facilities recpiired its termination if Bmon ceased to be investment grade. 
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Transwestem was enlitled to rely on the existing regulations imtU they are chaa^.52 A review 
of the then-etfective accounting regulations demonstrates that Transwestem met, if not exceeded, 
the requirements for documentation of its cash managemait transactions. Significantiy, these 
regulations remain in effoct today. 


The sum total of the guidance available to Transwestem at the relevant time is found in 
General Instruction No. 2 and the text of Account 146 of the USofA General fostruction No. 2 
under Part 201 of the Uniform System of Accounts for natural gas companies reads in pertinent 
part as follows: 

A. Each utility shall keep its books of account, and all other books, records 
and memoranda which support the entries in such books of account so as 
to be able to fiimish readily foU information as to any item included in any 
account Each entry shall be supported by such detailed inform^on as 
will permit ready identification, analysis, and verification of all foots 
relevant thereto. 

18 CFJt Part 201, General Instruction No, 2(A) (2002). The text of Account 146 adds 
onlytiiat: 

Each utility shall keep its accounts and records so as to be able to furnish 
accurately and expeditiously statements of all transactions with associated 
companies. The statements may be required to show the general nature of foe 
transactions, the amounts involved therein and foe amounts included in each 
account prescribed herein with respect to such transactioiis. Transactiois with 
associated companies shall be recorded in foe tqrpropriate accounts for 
transactions of the same nature. Nothing herein contained, however, shall he 
construed as constraining the utility from subdividing accounts for the purpose of 
recoiding separately transactions with associated companies. 

18 C.F.R, Part 201, General histruction No. 14 (2002). 


SeeEastTmiiessegKBtm^GMCi). Y. FERC. 863F.2d932. 945fD.C. Cit. 19881 fegpha.'iixmg flat a 
pipeline has the right "to rely on existing Commission policy . . . until the Commission cfami^ that polictt^. New 
Commission policies arc ingtiemented on a prospective basis. M, 
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Transwestem's compliance witb Aese mstCGCtioiis was fiiQ and coinplete. 

Moreover, even if Transwestem did not have a written promissoiy note under which all 
daily cash management activity was undertaken, the facts show fiiat Transwestem 
followed a consistent mefoodology for managing its cash, and maintained all ^lopriate 
documentation of that activity. Cash received fiom Transwestem's customers was 
swqit, on a daily basis, fiom Transwestem's Bank of Ammica zero balance account into 
Enron's master Bank of America account. Transwestem's operating expenses and capital 
expenditures were made through Transwestem's disbursement accounts at Citibank New 
York (wirra) and Delaware (checks). The Citibank disbursement account was fiinded or: 
a daily basis font Enron's masta Citibank account. The net result of all Transwestem’s 
carih Hows was reflected as "note receivable fiom parent congiany” on the balance sheet 
of Transwestem. Each transfer was tgrpropriately reflected in the internal financial 
records of both Transwestem and Enron. Those records, including bank statements, 
general ledger entries, and other similar documentation have either been provided to the 
Commission’s Audit Staff already or are available to the Audit Staff upon request in the 
ongoing audit. Therefore, contrary to the Commission's assirmption, Transwestem does 
possess the required documentatiotL 

The Corrunission may amend the USolA by issuing a final rule in Docket No. RM02-14- 
000 requiring a more detailed and specific format of written documentation of money pool 
arrangements foan that followed by TranswestmL However, whatever new regidations emerge 
fiom the Commission's rulenrakit^ process have no ^Ucation to the period of time relevant to 
this proceeding. Similarly, new Accounting Release No. 17 (issued on August 1, 2002), 
altfaou^ providing helpful clarification of the Chief Accountant's inteipretation of the USofA, 
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does not apply retroactively to the period during wfaidt the subject transactions between 
Transwestem, Enron, and the Banks were consummated. 

Tianswestem fiilly complied with both the letter and spirit of tire cimently-effective 
Qenera! Iristroction No. 2 and Account 146 of Part 201, the operative standards during tite 
subi'ect time period. As a result, there has been no violation of the Commission's accounting 
regulstions in any re^ject. 
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WHEREFORE, in view of the foregoing, Transwestem requests that the Commission 
issue and order finding that its iiKurrence of costs and indebtedness with reject to the subject 
loan agreement with Enron was prudent and that it did not violate the USoA with req}ect to tiie 
related oitries made in Account 146. 


itfully submitted. 





Brian D. O'Neill 
David P. Sharo 

LeBoeui^ Lamb, Greene & MacRae, L.L.P. 
1875 Connecticut Ave., N.W. 

Suite 1200 

Washington, D.C. 20009-5728 
(202) 986-8012 


Charles A, Moore 

LeBoeuf, Lamb, Green & MacRae, L.L.F. 
1000 Louisiana 
Suite 1400 

Houston, Texas 77002-5009 
(713) 287-2086 
emoore@Jlgm.com 


Drew J. Possum 
General Counsel 
Transwestem Pipeline Company 
1400 Smith SL, EB4773 
Houston, Texas 77002-7361 
(713)345-2455 

Attorneys for 

Transwestem Pipeline Company 


Dated: September 3, 2002 
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Global Syndicated Finance - Confidential 


Date:09/17/02 

C onmiiH et- on Gove rniiieiital AITaii 

EXHIBIT #A-42 


Prepared By: Rogers / Wall / Lee I c’VHIRT’" 

STRUCTURING SUMMARY 
Project Bluehorseshoe 

GIB Deal Team: Walker. Wall GSF: Teague, Serice, Lee Lender: Traband, Rogers 
' Credit Executive: Ballentine Timing: October 29, 2001 


Maximum Exposure for Approval $ billion 

Transaction for Approval S600MM Underwrite 

«■< cniiitM U/\M 


Customer Name: 
Obligor/Facility Risk Grade: 


Public Ratings (LT & ST): 


Stock Price (as of 10/25/01): 
Market Capitalization: 


$15QMM Hold 

Northern Natural Gas 
Transwestem Pipeline 
5/4 


Industry Description: 
Primary SIC Code: 


Major Plant Locations: Texas/Gulf Coast, Oregon 


Major Overseas Ops: 


Europe, India, Brazil, 
Argentina, Bolivia, Colombia, 
Caribbean. Phiir" 




CP: A2/P2 

Sen. Uns: BBB+/Baa1 
Sub: BB8/Baa3 


$16.41 

$12.3 Billion 


52 Wk High/Low: 
Market Cap/Sook Cap 


Enron’corpTEnran- or the -Company"), with LTM revenues of $180.5 billion and EBITDA of 4.6 billion, is a holding 
company with subsidiaries that provide products and services related to natural gas. electncity and commumrations 
wholesale and retail customers. The Company derives the majority of its operating income from its trading operabo . 

The Company is currenOy rated BBB*/Baa1 and is on negative ouUook from both rating agencies. The stock price dosed 
at $16.41'on 10/25/01 (mkt cap. of $12.3 billion) which represents a 50/. decrease from the pnor week and an 80/. dr p 
from January 2001. The stock price initially dropped In me beginning of the yeht fu® 1“ O’® 

Company was among the companies exposed to the California Energy cnsis, 2) the Company s broadband unit did not 
mee/^expeotations 3) Enron had a dispute regarding tariffs and paymenu with its DabW f*®;’ ®‘f 
the suspension of power generation 4) CEO Jeff Skilling abiubtly stepped down as CEO in Augus 2001 after having been 
promoted to the job eight months eeriler 5) A net loss of $638 million in me mird quarter which included a $1 Mllon charoe 
from investment losses and 6) the effective repurchase of stock and associated $1.2 billion vmte '1^'" f? “ 3!^“' 

of unwinding certain structured transactions entered into with LJM2 limited partnership 3"^ 7) recent SEC inquines a 
possible conflict of interest issues concerning the then CFO. Faslow, and his role in the LJM2 partnerships. 

Duetto matelM highlighted above, Enron has found itself with progressively less access to van'ous marked, 

culminating in an inability to roll the maturing portion of $2.2 billion in outstanding Mlties Net of 

Thursday. October 25, Enrort drew 100% of its $3 billion in committed commercial paper back-up facJ tes. Net ol 
outstanding commercial paper, this left the company with $1 billion in cash liquidity. M Exhibit A) me 

October 26, Enron had 1.MM, net of ouststandlng CP. Based on current daily cash ™ 

Company will have $\MM in cash on December 31. 2001. This includes proceeds from asset sales of .n 2002 the 

Company, has ^TyMifri^ebl maturities and expected asset sales of $.MM. including the announced P?'® 

Company Is nowficed with 1) a significant short-term maturity schedule. 2) uncertainty as ‘f 
business, and 3) the concern that counterparties could replace margin cash currently posted with Enro 
credit. Additionally, me Company would be faced wim up to $1.5 billion in addibonal margin '? 

event it lost its investment grade credit rating. (CurrenUy Enron Is rated BBBr/Baat; however, 

both S&P and Moody's.), The maturity schedule below Illustrates me extent and bming of the Company s potential liquid ty 
problems: 
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Amortization Outstandings 


B/S Debt-Short 

B/S Debt-Long Term i 

3.009.48 

9.677.41' 

239.0 

15.0 

575.0 

310.0 

0.0 

Preferred Stock 

903.56 

0.0 

0.0 

0.0 

0.0 

0.0 

Structured 

4.698.64 

25.3 

33.7 

76.5 

2,773.7 

26.2 

Minority Interest 

1.874.00 

0.0 

0.0 

0.0 

0.0 

0.0 

Securitizations /FAS 140s 

2,097.44 

22.6 

371.2 

538.7 

191.0 

308,5 

Prepays 

5.115.26 

420.7 

309.0 

194.5 

307.8 

428.0 

Leases 

539.68 

0.0 

308.5 


o.b 

0.0 

Total 

27,915.48 

457.6 

1,287.4 

1,384.7 

3.582.5 

762.3 


The existing facilities consist of a $1 .75 billion 364-day facility which is priced at L+45 bps drawn and 8 bps undrawn and 
expires in May 2002 and a $1.25 billion 5-year facing which matures in May 2005 and is priced at L+45 bp and 8 bps 
undrawn. There is also a $500 million Standby LC facility that is close to fully ufflized.. 

Request: 

The Company has asked JPMorgan and Citi/SSB (existing Agents on its $3 billion in Senior Credit Facilities) to arrange and 
underwrite $t billion of incremental financing at the pipeline operating contpanies (Northern Natural Gas ("NNG") and 
Transwestem (“TW")) which would be committed to by Monday morning. October 29. The financing would be structured as 
two separate but identical facilities of ($550 million) for NNG and ($650 million] for Transwestem. 


Borrower 

Guarantor 

Securityi 

Facilities: 

Tenor 

Covenants: 

Undrawn: 

Drawn; 

Ave. Fees 
To Market: 

Co-Admin 

Agents: 


Northern Natural Gas and Transwestem heid through bankruptcy remote subsidiaries 
Enron Corp. 

Stock of NNG and TW respectively and pledge of assets 

$550 million In the NNG facility 
$650 million in the TW facility 

364 day 

Limitation on additional debt 
Debt/Capital 

50.0 bps 

250.0 bps 

125.0 bps 
JPM / Clti 


We believe that tfie Company can finance approximately $550 million at Norttiem Natural Gas (“NNG") and $650 million at 
Transwestem Pipelines (“TW") currently. NNG has approximately $225 million of EBITDA and $500 million of debt while 
TW has approximately $1 30 million of EBITDA and $15.4 million of debt 

We would approach Enron's top relationship banks to syndicate this tocilify. The Anangers would aim for a target hold of 
($150] million and we would ask other top relationship banks to commit ($100) miilion each and we would also have a $50 
million tier. We would require uniimitec price and.stnjcture flex to fill out the deal. 


Q CHASE 
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[STRUCTURE TO BE INSERTED] 

Two bankruptcy remote entities (“BRE’s”), with outside Board representation, will be created in the context of the 
transactions. The bank foan wiil be to TW and NNG, vrfiich wilt in turn InteRXimpany ioan the funds to Enron Corp. The 
stock of TW and NNG will be pledged to the Lenders. Guarantors wiil be Enron Corp. and the BRE's. The assets are at 
TW and NNG. TW and NNG have no subsidiaries and are prohibited from creating such. TW and NNG are regulated 
pipeline entities, which have a significant degree of “separateness’ from Enron Corp. For years, cash from the pipeline.*; 
- has been used to support operations at Enron Corp. 


[Cash Flow Projections^ 


Northern Natural 


CREDrrsrAVsircs; ' 





S.-.-.r.- 



.■..-k'i-x 



PF 

2001 

2002 

2003 

2004 

2005 

2008 

2007 

2008 

2009 

EBfTDA 

S22S.6 

S2S5.0 

$262.9 

SZTOJi 

C7Z1 

$274.2 

$274.5 

$274.6 

$275.1 

Interest Expense 

$60.9 

$609 

$609 

$609 

SS7.4 

$54.0 

$54.0 

$48.9 

$43.9 

Capitai Expenditures 

$69.7 

S6&.1 

$56.9 

$49.2 

S49.S 

$49.3 

$49.3 

S4S.S 

$49.8 

Senior Debt 

$1,049.7 

$1.0497 

$1,049.7 

$1,049-7 

$949.7 

$949.7 

$949.7 

S799.7 

$799.7 

Total Senior Debt 

$1,049.7 

$1.0497 

$1,049.7 

$1,049.7 

»49.7 

S949.r 

$949.7 

$799.7 

$799.7 

Senior OebVEBITUA 

4.7QX 

4.12X 

3.99x 

3.89x 

3.49X 

3.46X 

3.46x 

2.91 X 

Z91X 

Total OebVEBlTDA 

4.70* 

4.12X 

3.99x 

3.89* 

3.49X 

3.46X 

3.46* 

2.91X 

2.91X 

Debt/C spHsliation 

49.3% 

47 4% 

4S.6% 

43.8% 

39.6% 

36.0% 

36.4% 

31.1% 

29.7% 

cBITDA/lnterest 

3,87* 

4.19X 

4.32X 

4.44X 

4.74X 

s.oex 

S.OSx 

S.61X 

8.27* 

EarrOA-CAPEX/Interest 

2,2QX 

3.10* 

3.38X 

3.63X 

3.87X 

4.18X 

4,16x 

4.60X 

5.13X 


Transwesterrj Pipeline 


rof^nrrsTAVSTics: -• 


PP 










2221 

20112 

2003 

2004 

2005 

2006 

2007 

2008 

2S2£ 

EBrrOA 

S132.6 

$143.1 

$1560 

$174.5 

$192.6 

S2ia7 

S2ia9 

$213.2 

5218.7 

InterMt Expense 

$32.5 

$325 

$325 

S3ZS 

$32.5 

$32.5 

$315 

$32.5 

S3 2.5 

Capital Expenditures 

$67.8 

$54.2 

$43.3 

$34.6 

$34.6 

$34.8 

$34.8 

$34.8 

$34.8 

Senior Oebt 

$665.5 

$665.5 

$665.5 

$665.5 

$665.5 

$665.5 

$665.5 

$665.5 

$685.5 

Total Senior DeBt 

S865J 

S66S.8 

S66S.S 

S665.S 

$665.5 

S665.S 

$685$ 

$665.5 

S66S.S 

Senior Debt'SBITDA 

S.02X 

4.6SX 

4.2U 

3.S1X 

3.4SX 

3.13X 

3.13X 

3.12X 

3.07X 

Total DeOt/SBrrCA 

5.D2>; 

4.6SX 

421x 

3.81X 

3.4Sz 

3.13* 

3.13X 

3.12X 

3.07X 

OeOvCap'iattaiion 

39.9% 

36.6% 

37.3% 

35.8% 

34.1% 

3a4% 

30.8% 

29.4% 

27.8% 

EBITDA/Intarest 

4.09X 

4.41X . 

4.67x 

S-38X 

S.94X 

6.55* 

6.S6X 

8.S7X 

e.dsx 

EBITDA-CAPEX/Interest 

2.0OX 

274X 

3-53x 

4.31Z 

4.87X 

S.48X 

S.49X 

5.50* 

S.60X 


(See Appendix for description of other transactions) 
Marlin Water Trust 

• US$475 million and Euro 515 million 

• 2 year term 

CHASE 
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• Rated Baal / BBB 

• Proceeds used to fund the Wessex acquisition on a non-dilutive off-crecTt basis to Enron 

• Accomplishes deconsolidation of a non-core business 

• Principal is repaid through 1 ) the sale of assets, 2) the redemption of Enron Mandatoriiy Convertibie Preferred Stock or 
3) additional'equity raised by Enron (Enron Remariceting Agreement). 

Osprev Trust 

• US$2,435 million and Euro 515 million 

• Matures Jan 2003 

• Rated 8aa2/B8B 

• Used as a vehicle to efficiently monetize investments and raise capital for continued growth 

• Principal is repaid through 1) an Enron Sh^ SetUem^t Agreement. 2) the redemption of Enron Mandatoriiy 
Convertible Preferred Stock or 3) the sale of assets valued at US$2.1 BN. 

« Assets under the structure include $1 .2BN in international assets and $922MM in domestic assets. 

Yosemite 

• US$750 million and £200 million 
« BBB+ZBaal 




Free Cash Flow Summary 




Q4'0l' 

Q1 '02 

02 ’02 

Q3 ‘02 

Q4 '02 

EBITDA 


654.1 

1.166.4 

1.134.0 

1,059.6 

1.183.8 

Cash taxes 


(109.0) 

(123.6) 

(123.2) 

(116.1) 

(118.5) 

Cash interest 


(234.3) 

(207.1) 

(209.0) 

(221.5) 

(259.9) 

Changes in Working 'capital 


128,2 

15.6 

(22.7) 

53.3 

(8.3) 

Net changes in price risk mgmt (excl. prepays) 

421.7 

(266.5) 

(541.8) 

1,022.0 

914,8 

Net Capital expenditures 


(291.8) 

(231.3) 

(241.2) 

(18Z4) 

(154.5) 

Sale of investments 


1,026.2 

433.8 

37.3 

35.0 

2,225.8 

Margin calls 


jl2 

2£ 

IS 

£LQ 

Q>Q 

Cash available to Repay Debt 


1.595.3 

787.3 

33.9 

1,649.9 

3,772.7 

Cumulative Cash Available 


1.595.3 

238Z5 

2.416.5 

4,066.3 

7.839.1 

Amortization 

Outstandings 






B/3 Debt-Short | 

3.009.4S 






B/S Debt-Long Term 

9.677.41 

239.0 

15.0 

575.0 

310.0 

0.0 

Preferred Stock 

903.56 

0.0 

0.0 

0.0 

0.0 

0.0 

Structured 

4.69a64 

25.3 

33.7 

76.5 

2.773.7 

26.2 

Minority Interest 

1.874.00 

0.0 

0.0 

0.0 

0.0 

0.0 

Securitizations /FAS 140s 

2.097.44 

2Z6 

371.2 

538,7 

191.0 

308.6 

Prepays 

S.1 15.26 

420.7 

309.0 

194.5 

307.3 

428.0 

Leases 

539.68 

0.0 

308.5 


0.0 

0.0 , 

Total I 

27.91148 

457.6 

1.287.4 

1,384.7 

3,582.5 

762.8 

RC (<Jraw)/repayment 


1.137.7 

(500.1) 

(1,350.3) 

(1,932.7) 

3,009.9 

RC balance 


1,862.3 

2.362.4 

3,713.2 

5,645.8 

2,635.9 


‘For daily casl^ balances refer to separate attachment 
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Northern Natural Gas Company 

Northern Natural Gas Company (“Northern') is an indirect wholly-owned subsidiary of Enron Corp. ("Enron"). Northern owns 
and operates an approximately 16,500 mile interstate natural gas pipeline system with market-area peak capacity in excess 
of 4.3 Bcf per day and three gas storage fields with over 45 Tbtu of working gas storage capacity available for contract 
storage services and two liquified natural gas storage peaking units. These storage facilities provide Northern the 
operational capacity to balance its system on a daily basis and assist in meeting customers' heating season system 
requirements. Northern's pipeline system stretches from West Texas through the Midcontinent region to several states in 
the upper Midwest including Iowa. Illinois, Kansas, Michigan, ^Cnnesota, Nebraska, South Dakota, and Wisconsin. 
Northern provides transportation and storage services to approjdmately 90 utility customers and end-users in the upper 
midwestem United States. 90% of Northern's revenues are comprised of monthly demand charges that are based on 
cont'acted capacity and do not vary based on throughput Of the remainder, approximately 8% is firm commodity transport 
based on postage stamp rales, with the remaining 2% consistmg of intenupfible service. 

Northern operates under a FERC regulated tariff that is designed to allow it the opportunity to recover its costs together wth 
a regulated return on equity. On April 16. 1999, Northern filed a rate settlement with the FERC. The settlement provided for 
increased seasonality in Northern's rate design effective November 1. 1999, for the Market Area and Field Area. In 
addition, the settlement provides for other revisiwrs to the Company’s transportation and storage services, as well as 
contract extensions under Northern's fimi transportation and firm storage rate schedules. The increased seasonality and 
service structure under the Settlement recognizes tee market value of capacity for the peak heating season and changes in 
tee marketplace due to LDC unbundling. Subject to certain limitations, the settlement provides Northern's customers with 
rate certainty and stability of cash flows by including a moratorium through October 31 , 2003. There are no contracts with 
shippers that can be renegotiated prior to 2003. I>jring 2003, approximately 1.5 Scf/day is up for contract renegotiation. 
Northern has a right of first refusal for tee contracts to meet any bonafide contract negotiated for transportation in the area. 

Operating StatisUcs 

Total volumes transported (Bbtu/d) 

2000 1999 1998 

3,529 3.820 4,098 


Tariffs and Regulated Rates of Return 
{$ MM) 

Year End 2000 Rate Base 
Regulated Capital Structure 

ROIC 

ROE 


1,064 

42.00% debt 
58.00% equity 
10.35% 
12.27% 


Northern Natural Gas Company Top 10 Customers 

(In fMM for the months October 2000 through September 2001) 


Customer 

Revenues 

% total 

Volumes 

% total 

Ratinas 

mafurftv 

Reliant Energy Minnegasco 


18.2% 

203.8 

10.8% 

EBB+' 

. 10/31/07 

UtiliCorp United 

55.4 

12.0% 

136.2 

7.2% 

S8B 

various to 05 

Northern States Power Co. - Minnesota 

44.6 

9.7% 

84.1 

4.4% 

A-* 

various to 12 

MidAmerican Energy Company 

44.0 

9.5% 

111.1 

5.9% 

A 

05/31/03 

Metropolitan Utilities District 

19.5 

4.2% 

37.7 

2.0% 

NR 

05/31/03 

NICOR Gas Company 

15.6 

3.4% 

60.4 

3.2% 

AA 

various to 04 

ANR Pipeline Company 

11.7 

2.5% 

39.7 

2.1% 

BBB-f 

10/30/03 

Northern Stales Power Co. of Wisconsin 

9.7 

Z1% 

12.0 

0.6% 

A 

various to 12 

lES Utilities 

9.3 

2.0% 

15.8 

0.8% 

A- 

05/31/03 

Wisconsin Gas Company 

9.1 

2.0% 

22.0 

1.2% 

A 

03/31/03 

Subtotal of too ten customers 

$302.7 

65.6% 

722.7 

38.2% 



Total of all customers 

$461.4 

100.0% 

1,891.4 

100.0% 




Note: * indicates rating at parent company level 
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Financials 

1997 

Revenue 507.6 

% growth 

EBITDA 291.0 

EBITDA Margin 57.3% 

• Capex 197.5 


Current Capital Structure 

6.875% Senior Notes due 2005 
6.75% Senior Notes due 2008 
7.00% Senior Notes due 2011 
Unamortized debt discount 


Transwestem Picetine 

Transwestem Pipeline Company CTranswestem”) is a wholly-owned sub^diary of Enron Transportation Services Company 
CETS’’), which is a majority owned subsidiary of Enron Corp. Transwestem owns and operates an interstate natural gas 
pipeline system stretching from Texas, Oklahoma and the San Juan Basin to the California border. Transwestem is a major 
natural gas transporter to the California border and Mid-Continent markets and aggressively markets off the east end of its 
system to Texas intrastate and midwest markets. 

Transwestem's system consists of approximately 2,700 miles of natural gas pipeline with combined east-west delivery 
capability of 1.7 Bcf/day. On the west end of the system, Transwestem delivers gas to Southern California Gas Company. 
Pacific Gas & Electric Company {do they still do this, I know at one point they were cash collateralizing the transactions] and 
Mojave Pipeline Company at the California border and to Southwest Gas and Cidzens Utilities in Arizona. Transwestem 
supply laterals in the Southwest provide market access to most major production areas. The San Juan Basin lateral in New 
Mexico has a capacity of 850 MMcf/day. Laterals in Texas and New Menco access Permian and Anadarko Basin supplies. 
In May 2000. Transwestem completed an expansion which incereased defivery capability into California by 140 mmc&d. 
Transwestem is pursuing additional expansions to its pipeline of approximately 50 mmcf/d and 150 mmcf/d with expected 
completions in 2001 and 2002 respectively. 

Transwestem and its customers agreed to contract rates through 2006 and agreed that Transwestem would not be required 
to file a new rate ease for rates to be effective prior to November 1. 2008. Transwestem’s current firm capacity for both 
west and east flow is fully subscribed under a combination of short and long-term contracts. Relatively small increments of 
operational capacity become available from time to time and are generally sold on a daily or short-term basis. 
Approximately 85% of Transwestem’s revenues are from firm capacity charges, and the remaining 15% are from firm 
commodity transportation contracts. 

Total volumes transported (Bbtu/d) 

2000 1999 ' 1998 

1,657 1.462 1,608 

Tariffs and Regulated Rates of Return 


20Q2P 2003P 2004P 


-3.5% 

282.4 

57.6% 


0.3% 

251.7 

51.2% 


Z9% 

28S.2 

56.4% 


-2.1% 

223.6 

45.2% 


Z7% 
255.0 
50. r% 


2.3% 

262.9 

50.3% 


2.4% 

270,0 

50.4% 


0.7% 

272.1' 

50.5% 


$100,000,000 

150.000. 000 

250.000. 000 
f^S.OOO) 

$499,704,000 


Year End 2000 Rate Base 

465 

Regulated Capital Structure 

41.57% debt 


58.43% equity 

ROIC 

10.25% 

ROE 

11.50% 
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Transwestern Pipeline Company Top 10 Customers 

(In 5MM for the months October 2000 through September 2001) 

Contract 


Customer ; Revenues % total Volumes % total Ratings maturity 


Southern California Gas Co. 

$56/3 

31.2% 

176.8 

19.1% 

AA- 

10/31/05 

Texaco Natural Gas 

16.2 

8.9% 

34.4 

3.7% 

NR* 

various to 07 

PG&E Energy Trading - Gas Corp. 

16.0 

8.8% 

41.1 

4.4% 

BBB+* 

various to 02 

Sempra Energy Trading Corp. 

14.6 

8.1% 

59.6 

6.4% 

A* 

various to 05 

- BP Energy Company 

10.9 

6.0% 

68.5 

7.4% 

M+* 

various to 08 

Duke Energy Trading and Marketing 

7.9 

4.4% 

46.1 

5.0% 

A- 

various to 07 

El Paso Energy Marketing Company 

7.3 

4.0% 

30.8 

3.3% 

BBB+* 

various to 07 

Buriington Resources Trading 

5.2 

2.9% 

40.7 

4.4% 

A-* 

various to 06 

Agave Energy Co. 

4.6 

2.6% 

42.7 

4.6% 

NR 

various to 03 

U S Gas Transportation 

4.4 

2.4% 

59.2 

6.4% 

NR 

03/31/03 




599.8 

84.8% 



Total of all customers 

$180.6 

100.0% 

926.3 

100.0% 




Note: * indicates rating at parent company level 


Financials 

1997 

1998 

1999 

2QM 

200 IP 

2QQ2P 

2003P 

2004P 

2005P 

Revenue 

147.6 

167.6 

155.7 

176.8 

192.0 

207.9 

225.2 

244.2 

264.9 

% growth 


13.6% 

(7.1%) 

13.6% 

a. 6% 

8.3% 

3.3% 

8.4% 

8.5% 

EBITDA 

106.4 

123.0 

106.6 

126.0 

132.6 

143.1 

158.0 

174.5 

192.6 

EBITDA Margin 

721% 

73.4% 

fi8,5% 

7t.5% 

69. 1% 

65.8% 

70.2% 

71.5% 

727% 

Capex 

30.0 

18.7 

31.3 

29.5 

67.8 

54.2 

43.3 

34.6 

34.6 


Pipdino Risks and Mitigating Factors: 


Shipper credit risk. 

Mitigant; All of Transwestem and Northern Natural Gas Company's customers are investment grade or equivalent rating 
based on Northern and Transwestem's internal controls. If Northern or Transwestem have shippers that are not 
considered creditworthy based on internal controls, the shippers are required to post a form of collateral 
{guarantee by creditworthy parent, L/C, cash) in order to ship on the pipeline and have the tenor of their shipping 
contracts reduced to review every 90 days. In addition, most’ of Northern's shippers are LDC's which are State 
regulated entities that are allowed to recover the costs of shipping from customers based on a revenue 
requirements model. 

Transwestem and Northern maintain strict internal credit controls with the shippers co-ordinated by a Vice 
President in charge of credit risk management. All shippers are required to provide annual audited financials, and 
are reviewed for credit status annually 

PG&E has historically accounted for approximately $11.7 MM per annum of contract revenues for Transwestem. 
The cument base yields on the contract are approximately $5.8 MM. Due to credit concerns, PG&E prepays its 
capacity charges on the 25“' of the month for shipments on the month following, if the prepayment is not made, 
PG&E will lose its contracted capacity. PG&E is currently releasing its capacity on the Transwestem system and 
collecting the additional margin between its shipping tolls and the tolls it can chaige to toird parties. If PG&E were 
not to make its prepayment, Transwestem management is confident that it wiil be able to sell that capacity to the 
same shippers that are purchasing capacity from PG&E today. 

Oecontracting risk. 

Mitigant: The majority of the pipeline’s shipping commitments expire outside toe term of toe proposed facility (see attached 
schedule). There is no shipping contract up for renewal on the Northern system in the 2001 and 2002 calendar 
year and no contracts up for renewal on the Transwestem system before 2006. 

Regulatory risk. 

Mitigant: Northern's shipping tarrifs and allowed rates of return are in effect until October 31, 2003 - outside toe tenor of 
this facility. Transwestem’s shipping tarrifs and allowed rales of return are in effect until November 1, 2006 - 
outside toe tenor of this facility. 
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ENRON CORP. 

Enron is the leading Risk Merchant Traditionally considered a natural gas pipeline company. Enron's core business is now 
the management of price risk in fast-growing and deregulating commodity markets. The Risk Merchant franchise accounts 
for 75% of operating income, and is growing at a 30%-40% annual rate. Enron grows by expanding this business model 
into new geographies and commodities. Market shares: No. 1 in relatively matiire $80 billion U.S. natural gas market; No. 1 
in $235 billion U.S. eiectricity market, opened in 1996 ^d rapidly growing. Enron aiso has first mover advantage in the 
S270 billion European market, opened in February 1999, wrfiere it is already profitable and has seen volumes grow ten-fold. 
Enron expects to solidify its position by using the Internet; EnronOnline already drives over half of total commodity volumes. 
Also, Enron expects to successfully develop the bandwidth commodify maric^, where it already has first mover advantage. 

Enron's operations are ciassified into the following business segments; 

• Wholesale Energy Operations and Services engages primarily in the tiade and marketing of natural gas, electricity, 
and other energy sources and risk management products in North America and Europe, as well as energy asset 
investments worldwide. 

• Transportatfon and Distribution operations engage in the transrrtission of natural gas across the Company’s nine 
major pipelines and the generation and distribution of electricity. 

• Retail Energy Services engages in the sale of natural gas and electricity directly to end-use customers, particularly in 
the commercial and industrial sectors, including the outsourcing of energy-related activities. 

• Broadband Services was recently developed to establish a communications bandwidth trading market. 

WHOLESALE ENERGY OPERATIONS and SERVICES: 

Enron's wholesale business (Enron Wholesale) includes its wholesale energy businesses around the world. Enron 
Wholesale operates in developed and deregulated markets such as North America and Europe, as well as developing or 
newly deregulating markets including South America. India and Japan. 

Enron builds its wholesale businesses through the creation of networks involving asset ownership, contractual access to 
third-party assets and market-making activities. Each market in which Enron Wholesale operates utilizes these components 
in a slightly different manner and is at a differer^l stage of development This network strategy has enabled Enron 
Wholesale to establish a leading position in Its markets. Enron Wholesale’s activities are categorized into two business 
lines: (a) Commodify Sales and Services and (b) Assets and Investments. Activities may be integrated into a bundled 
product offering for Enron's customers. 

Enron Wholesale manages its portfolio of contracts and assets in order to maximize value, minimize ^e associated risks 
and provide overall liquidity. In doing so, Enron Wholesale uses portfolio and risk management disciplines, including 
offsetting or hedging transactions, to manage exposures to market price movements (commodities, interest rates, foreign 
currencies and equities). Additionally, Enron Wholesale manages its liquidity and exposure to third-parfy credit risk through 
monetization of its contract portfolio or third-parfy insurance contracts. Enron Wholesale also sells interests in certain 
investments and other assets to improve liquidity and overall return, the timing of which is dependent on market conditions 
and management’s expectations of the investments' value. 

Commodity Sales and Services. Enron Wholesale provides reliable commodity delivery and predictable pricing .to its 
customers through forward and other contracts. This market-madring activity includes the purchase, sale, marketing and 
delivery of natural gas, electricity, liquids and other commodities, as well as the management of Enron Wholesales own 
portfolio of contracts. Enron Wholesale’s market-making activity Is fadiitated through a network of capabilities including 
asset ownership. Accordingly, certain assets involved in the delivery of these services are included in this business (such 
as intrastate natural gas pipelines, gas storage faeflities and certain power plants). 

TRANSPORTATION AND DISTRIBUTION: 

Transportation and Distribution consists of Enron’s four major pipelines as ’/veil as Portland General, which will be sold to 
Sierra Pacific in the first half of 2001. Enron’s four major pipelines are: Northern Natural Gas. Transwestem Pipeiii^ 
Enron's 50% interest in Fiorida Gas Transmission, and its 1Z4% interest in Northern Border Pipeline Company and EOTT 
Energy Partners, L.P.. The Northern pipeline is the longest of the four, running from Texas to the Canadian border 
Transwestem extends from Texas to California and is one of only three major US pipelines serving the growing California 
market; Florida Gas Transmission extends from Texas to Florida and is the only interstate pipeline currentiy serving Fiorida, 
and Northern Border Pipeline extends from the Western Canadian Basin through Montana, the Dakotos, Minnesota, Iowa 
and into Chicago. Combined, the four interstate pipelines access virtually every major supply basin in North America, 
directly serve customers in 21 states, and collectively transport 15% of the gas wlume in the US. 
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Given its strong market position, Enron’s pipeline business conGnues to provide a stable source of cashflow. Revenues are 
derived largely from fixed fee demand charges (nearly 90%) in tong-term contracts. Indeed, with increasing demand for 
natural gas, Enron has embarked on a significant expansion program of its pipeline network, with virtually all of the 
additional miles backed by firm, long-term contracts. However, although the pipeline business continues to be solidly 
profitable, it has shrunk in weighting over the past several years with the growth of the wholesale energy and trading 
business. Contributions from this segment are expected to continue to shrink on a relative basis, particularly given the 
pending sale of Portland General and the growto of non-regulated businesses. 

Wortfierrj Natural Gas Company. See above 

Transwestern Pipeline Company. See above 

Florida Gas Transmission Company. An Enron subsidiary owns a 50% Interest in Florida Gas by virtue of its 50% interest 
in Citojs Corp., which owns all of the capital stock of Florida Gas. Another Enron subsidiary operates the Florida Gas 
pipeline. 

Florida Gas is an interstate pipeline company that transports natural gas tor third parties. Its approximately 4,950-mile dual 
pipeline system extends from South Texas to a point near Miami, Florida. Florida Gas provides a high degree of gas supply 
flexibility for its customers because of its proximity to the Gulf of Mexico (xoducing region and its interconnections with other 
interstate pipeline systems which provide access to virtual^ every majof natural gas producing region in the United States. 
Florida Gas serves a mix of customers anchored by electric utility generators. 

Florida Gas has periodically e)toanded its system capacity to keep pace with the growing demand for natural gas in Florida. 
In December 1998, Florida Gas filed an appitcafion wito the FERC to ei^and its pipeline capacity to meet Florida's growing 
electric generation load and local distribution company and industrial demand. The proposed 272 billion British thermal 
units ("BBtu") per day Phase IV expansion is hacked by 20-year firm transportation contracts and, subject to regulatory 
approvals, is expected to be in service in 2001, introducing Florida Gas to the southwest Florida market Florida Gas’ 
current firm average delivery capacity into Florida is 1,455 BBtu per day. Rorida Gas also owns an interest in facilities that 
link its system to the Mobile Bay producing area. Florida Gas' customers have reserved over 99% of the existing capacity 
on toe Florida Gas system pursuant to firm, long-term transportation service agreements. 

Florida Gas is the only interstate natural gas pipeline serving peninsular Florida. Florida Gas faces competition from 
residual fuel oil in the Florida market. A primary advantage of the straight fixed variable rate design (a FERC mandated rate 
design to allow pipelines to recover substantially all fixed costs, a return on equity and income taxes in toe capacity 
reservation component of their rates) is that Florida Gas win recover substantially all of its fixed costs regardless of levels of 
usage by its customers. 

Northern Border Partners, LP. Northern Border Partners, LP., a Delaware limited partnership, owns 70% of Northern 
Border Pipeline Company, a Texas general partnership ("Northern Border"). An Enron subsidiary holds a 12.4% interest in 
the limited partnership and serves as operator of toe pipeline. Northern Sorderowns an approximately 1,214-mile interstate 
pipeline system that transports natural gas from the Montana-Saskalchewan border near Port of Morgan, Montana to 
interconnecting pipelines and local distribution systems in the States of North Dakota, South Dakota, Minnesota, Iowa and 
Illinois. Northern Border has pipeline access to natural gas reserves in the provinces of Alberta, British Columbia and 
Saskatchewan, as well as toe Williston Basin in the United States. The pipeline system also has access to production of 
synthetic gas from the Dakota Gasification Plant in North Dakota. Interconnecting pipeline facilities provide Northern Border 
shippers access to markets In the Midwest, as well as other markets throughout the United States by transportation, 
displacement and exchange agreements. Therefore. Northern Border is strategically situated to transport significant 
quantities of natural gas to major gas consuming markets. Based upon existing contracts and capacity, 100% of Northern 
Border's 'firm 'capacity (approximately 2.4 Bcf of natural gas per day) is contractually committed through October 31, 2001. 
Northern Border competes with two other interstate pipeline systems that transport gas from Canada to the Midwest. 


Enron has a specific business unit for monitoring the corporation’s risk management activities. Specifically, the Risk 
Assessment and Controls group (RACs) is responsible for capturing and understanding toe Company’s risks, optimizing 
capita! aiiocation, and measuring performance versus expectations. Rick Buy, Enron’s Chief Risk Officer, heads RACs. 
The group includes 172 professionals and has a budget of over $35 million. 
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Office cf the Chainnan 
Ken Lay I Jeff SkiHing 


Chief Risk Officer 
Richard Buy 



RACs must evaluate any request for capital expenditures, or risk-adjusted capital. Any non-conformirg requests must be 
approved by either the ENE office of the Chairman if less than $25 miilion or by the ENE Board of Directors If $25 million or 
greater. Conforming requests greater than $75 million must also be approved by the Board. 

For the trading portfolio, RACs is responsible for monitoring and understanding three risk categories: credit risk, market 
risk and operational risk. RACs must first approve any counterparty and give an E-Score. Enron’s equivalent of a risk 
rating, to that counterparty. RACs reviews contractual arrangements to ensure that credit nsk is properly priced and that the 
transaction includes proper coritractual mitigants such as margin requirements and rights of set-off. Finally. RACs uses the 
Enron systems and controls to monitor credit, market, and operational risk. As deemed appropriate through the monitonng 
process RACs will seek to reduce risk through credit enhancements or to syndicate its credit risk (example - CLOs). The 
advent of Enron Online created new challenges for RACs. Challenges that ultimately resulted in superior credit risk 
tracking. Prior to trading on-line, all counterparties must first be approved by RACs and have exposure limits established. 
The Enron Online system tracks counterparty exposure and calculates the exposure related to new transactions prior to 
allowing the new transaction to be executed. If the counterparty gets within 20% cf its limit an alarm notifies the Enron 
trader, who will call the counterparty to notify them of the restricted availability and encourage them to either unwind some 
trades or post collateral. If a counterparty is at its limit, the trade will not be allowed. 

E-Ratings*"* 
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Market Risk; Enron uses industry standard tools for controlling market risk. They set and monitor Value-at-Risk, aggregate 
risk, return on risk, and limits. Enron's VaR methodology uses a 95% confidence over a one-day time horizon. For 2000, 
Enron’s average VaR increased to $50 million as a result of the iricrease in its trading book due to Enron Online and gas 
and power volatility. In addition to VaR, Enron monitors its RAROC and uses Stress Testing on its trading books 
individually and in the aggregate, in addition to these controls, Enron is close to implementing an additional test utilizing 
extreme market theory. These tests are intended to lest extr«ne market events even more effectively than traditional stress 
testing. 

To insure that operational problems don't result in allowing risks to grow unchecked. Enron utilizes a milestone tracking 
system that monitors when certain activities are to be accomplished. If somefiiing has not been completed, managers are 
automatically notified by e-mail. If the situation has not been fixed, e-mail alerts go to successively higher levels of 
management until the operational problem is resolved. 


I Enron Management 


Kenneth L. Lay (58) - Chairaian of the Board and Chief Executive Officer, Enron Corp.. since February 1986. (Stepped 
down as CEO effective February 12, 2001) 

Jeffrey K- Skilling (47) - President and Chief Operafing Officer, Enron Corp., since January 1997. Chief Executive Officer 
and Managing Director of Enron Capital & Trade Resources Corp. fECr) from June 1995 to December 1996. From 
August 1990 to June 1 995. Mr. Skilling served ECT in a variety of executive managerial positions. (Named CEO effective 
February 12, 2001} 

Mark A. Frevert (44) - President and Chief Executive Officer of ECT Europe and Enron Europe Ltd. since March 1 997. 
From 1993 to March 1997, Mr. Frevert served ECT in a variety of executive managerial posib'ons. 

Stanley C. Horton (49) - Chairman and Chief Executive Officer, Enron Gas Pipeline Group, since January 1997. Co- 
Chairman and Chief Executive Officer of Enron Operations Corp. from February 1996 to January 1997. President and Chief 
Operating Officer of Enron Operations Corp. from June 1993 to February 1996. President of Northern Natural Gas 
Company from June 1991 to June 1993. Presidentof Florida Gas Transmission Company from 1983 to May 1991. 

Kenneth D. Rice (40) - Chairman and Chief Executive Officer of ECT • North America since March 1997. From 1993 to 
March 1997, Mr. Rice served ECT in a variety of executive managerial positions. 

Joseph W. Sutton (51) - Chief Executive Officer, Enron IntemaUonal Inc., since May 1998. President, Enron International 
Inc., since January 1996. President and Chief Operating Officer. Enron Development Corp., from May 1995 to January 
1996. Vice President, Enron Development Corp., from 1992 to 1995. 

Jeff McMahon (40) - Senior Vice President and Chief Financial Officer since October 2001 


[Northern Natural Gas and Transwestem Manag^cr<^ 


Stanley Horton - CEO 

Rod Hayslett -- CFO and Treasurer 


Q CHASE 


11 


Internal Use Only 
Revised 6/97 
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Approach borrowing base lenders as potential new lenders. We would have unlimited market flex to f5ll*out the deal. 
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[Cross Sell Opportunities and Sftategy; 


JPM continues to be a first tier bank to Enron (Premium Oient) and is one of its top two agents (Citibank being our principal 
competition). For fiscal year 2000, 1999. 1998 respecfiveiy. JPM earned approximateiy $27 million, $25 million, $20 million 
in revenues from the Enron relationship. 


Enron Corp. Relationship Profitability 


Full Year 

2000 - Revenue 

Full Year 
2000 SVA 

YTD August 
2001 - Revenue 

YTD August 
2001 - SVA 

Corporate Advisory 
Equity UndenArriting 
Debt Underwriting 
Loan Syndications 
Derivatives 

Credit Related 
Annuity 

500,317 

900 

2.173,601 

3.528.260 

15,644,158 

4,474,519 

1.134.496 

87.649 

209 

498,689 

876,335 

2.187,908 

967,146 

294.584 

2.204,343 
1.959,276 
231 .654 
5.654.496 
2,151,858 
.2,129,982 
1.559.154 

400,303 
441 .087 
30,424 
1,396,710 
304,623 
148,765 
458.429 

Total 

27.456,251 

4,912.520 

15.890.763 

3,180.341 


Specific transactions over the prior 12 months include: 
Lead manager- FGT 144a Bonds 
Co-manager - IPO for The New Power Company: 

Project Tammy Syndication: 

Co-manager on convertible bond offering: 

Project Slapshot - Structured Financing: 

Co-lead arranger -Corp. CP facility: 

Extension - JEDI li 


$1.2 million 
??? 

$1.5 million 
$2 million 
$5,075 million 
$150 thousand 
$250 thousand 


Current mandates Include: 

Sell Side M&A mandate Azurix North America/Mexico/Misc.: $3-5 million (closing stages) 

Azurix Europe Ltd. Syndicatlort/Ratings Advisor. $1 million 


strong Leads; 

Convertible Bond back by GAIL AORs SI-5 million 

Sell side mandate for Mariner Oil & Gas ??? 
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POn FURTHER INFORMATION CONTACT: 
Walter R. Cochran, Manager, Airspace 
Branch, Air Traffic Division, Federal 
Aviation Administration, P.0, Box 
Z0636. Atlanta, Georgia 30320; 
telephone (4U4) 305-5586. 
SUPPLEMENTARY INFORMATION: 

Comments Invited 

Interested parties are invited to 
participate in this proposed rulemaking 
by submitting such written data, views 
or arguments as they may desire. 
Comments that provide the factual basis 
supporting the views and suggestions 
presented are particularly helpful in 
developing reasoned regulatory 
decisions on the proposal. Comments 
are specifically invited on the overall 
regulatory, aeronautical, economic, 
environmental, and energy-related 
aspects of the proposal. 

Communications should identify the 
airspace docket number and be 
submitted in triplicate to the address 
listed above. Comments wishing the 
FAA to acknowledge receipt of their 
comments on this action must submit 
with those comments a self-addressed, 
stamped postcard on which the 
following statement Is made: 

"Comments to Airspace Docket No- 02 - 
ASO-9,’’ The postcard will be date/time 
stamped and returned to the 
□ommenter. All communications 
received before the specified closing 
date for comments will be considered 
before taking action on the proposed 
rule. The proposal contained in this 
action may h e changed In light of the 
comments received. All comments 
submitted will be available for 
examination in the Office of the 
Regional Counsel for Southern Region, 
Room 550, 1701 Columbia Avenue, 
College Park, Georgia 30337, both before 
and after the closing date for comments. 
A report summarizing each substantive 
public contact with FAA personnel 
concerned with this rulemaking will be 
filed in the docket. 

Availability of NTRMs 

Any person may obtain a copy of this 
Notice of Proposed Rulemaking (NPRM) 
by submitting a request to the Federal 
Aviation Administration, Manager, 
Airspace Branch, ASO-520, Air Traffic 
Division, P.O. Box 20636, Atlanta, 
Georgia 30320. Communications must 
identify the docket number of thi.? 
NPRM. Persons interested in being 
placed on a mailing list for future 
NPRMs should also request a copy of 
Advisory Circular No. 11-2A which 
describes the application procedure. 


Conuiiittee on Govenimeiital Affiiirs 

EXHIBIT #A-43 

67, No. 152 /Wednesday, August 7, 2002 /Proposed Rules 


The Proposal 

Tho FAA is considering an 
amendment to part 71 of the Federal 
Aviation Regulations (14 CFR part 71) to 
amend Class E airspace at Prestonburg, 
KY. A RNAV (GPS), RWY 3, a RNAV 
(GPS] RWY 21 . and a VOR/DME-A 
SIAP has been developed for Big Sandy 
Regional Airport, KY. Controlled 
airspace extending upward from 700 
feet AGL is needed to accommodate the 
SIAPs. Class E airspace designations for 
airspace areas extending upward from 
700 feet or more above the surface of the 
earth are published in Paragraph 6005 of 
FAA Order 7400.9J, dated August 31, 
2001, and effective September 16, 2001, 
which is incorporated by reference in 14 
CFR 71.1. The Class E airspace 
designation listed in this document 
would be published subsequently in the 
Order. 

The FAA has determined that this 
proposed regulation only involves an 
established body of technical 
regulations for which frequent and 
routine amendments are necessary to 
keep them operationally current. It, 
tlierefore, (1) is not a "significant 
regulatory action” under Executive 
Order 12866; (2) is not a "significant 
rule" under DOT Regulatory Policies 
and Procedures (44 FR 11034; February 
26, 1979); and (3) does not warrant 
preparation of a Regulatory Evaluation 
as the anticipated impact is so minimal. 
Since this is a routine matter that will 
only affect air traffic procedures and air 
navigation, it is certified that this rule, 
when promulgated, will not have a 
significant economic impact on a 
substantial number of small entities 
under the criteria of the Regulatory 
Flexibility Act. 

List ofSub|ects in 14 CFR Part 71 

Airspace, Incorporation by reference. 
Navigation (air). 

The Proposed Amendment 

In consideration of the foregoing, the 
Federal Aviation Administration 
proposes to amend 14 CFR Part 71 as 
follows: 

PART 71— DESIGNATION OF CLASS A, 
CLASS B, CLASS C, CLASS D, AND 
CLASS E AIRSPACE AREAS; 
AIRWAYS; ROUTES; AND REPORTING 
POINTS 

1 . The authority citation for part 71 
continues to read as follows: 

Authority: 49 U.S.C 106(g): 40103, 40113. 
40120; E.O. 10854, 24 FR 9565, 3 CFR, 1959- 
1963 Comp.,p. 389. 


§71.1 [Amended] 

2. The incorporation by reference in 
14 CFR 71-1 of Federal Aviation 
Administration Order 7400. 9J, Airspace 
Designations and Reporting Points, 
dated August 31, 2001, and effective 
September 16, 2001. is amended as 
follows: 

Paragraph 5005 Class E Airspace Areas 
Extending Upward from 700 font or More 
Above the Surface of the Earth 

ASO KY E5 Prestonburg, KY [REVISED] 
Prestonburg, Big Sandy Regional Airport, KY 
(Lat. 37®45’04"N, long. 82°38T2"W) 

That airspace extending upward from 700 
feet or more above the surface within a 6.5- 
mile radius of the Big Sandy Regional 
Airport. 

Issued in College Park. Georgia, on July 24, 
2002. 

Walter R. Cochran, 

Acting Manager, Air Traffic Division, 
Southern Region. 

(FR Doc. 02-19555 Filed 8-6-02; 8;4.5 am] 
BILUNQ CODE 491(>-13~M 


DEPARTMENT OF ENERGY 

Federal Energy Regulatory 
Commission 

1 8 CFR Parts 101 , 201 . and 352 
[Docket No. RM02-1 4-000] 

Regulation of Cash Management 

Practices 

August 1, 2002. 

agency: Federal Energy Regulatory 
Commission. 

ACTION: Notice of prop osed rulemaking, 

summary: In order to protect the 
customers of jurisdictional companies, 
the Federal Energy Regulatory 
Commission is proposing to establish 
limits on the amount of funds that can 
be swept from a regulated subsidiary to 
a non-tegulated parent under so-called 
"cash management" programs, as well 
as certain other requirements, 

OATES: Comments are due 15 days after 
publication in the Federal Register. 
ADDRESS: File written comments with 
the Office of the Secretary, Federal 
Energy Regulatory Commission. 888 
First Street, NE., Washington DC, 20426. 
Comments should reference Docket No. 
RM02-14-000. Comments may be filed 
electronically or by paper [an original 
and 14 copies with an accompanying 
computer di.skette in the prescribed 
format requested). 
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FOR FURTHER INFORMATION CONTACT: 

Mark Klose (Technical Information), 
Office of the Executive Director, 
Division of Regulatory Accounting 
Policy. Federal Energy Regulatory 
Commission, 888 First Street NE. 
Washington, DC 20426, (202) 219- 
2595. 

Mary Lauermann (Technical 
Information), Office of the Executive 
Director, Division of Regulatory 
Audits, Federal Energy Regulatory 
Commission, 888 First Street NE. 
Washington, DC 20426, (202) 208- 
0087. 

Peter Roidakis (Legal Information), 

Office of the General Counsel, Federal 
Energy Regulatory Commission, 888 
First Street NE, Washington, DC 
20426, (202)208-1213. 

SUPPLEMENTARY INFORMATION; 

I. Introduction 

1. In this Notice of Proposed 
Rulemaking (NOPR), the Federal Energj' 
Regulatory Commission (Commission) 
proposes to amend its Uniform Systems 
of Accounts ’ for public utilities, ^ 
natural gas companies ^ and oil pipeline 
companies ** by establishing the 
documentation necessary "to furnish 
readily full information'’ * concerning 
the management of funds from a FERC- 
regulated subsidiary by a non-FERC- 
regulated parent.® Specifically, the 
Commission is requiring that all such 
arrangements be in writing. Such 
arrangements must specify the duties 
and responsibilities of cash management 
participants and administrators, the 


’ Section 301(a] of the Federal Power Act (FPA), 

16 U.S.C. 825[a), section 6 of the Natural Gas Act 
(KGA), 15 U.S.C. 717g, and section 20 of the 
interstate Commerce Act (ICA), ftS g. 7Q 

(1998), authorize the Commission to prescrioe rules 
and regulations concerning accounts, records and 
memoranda as necessary or appropriate for the 
purposes of administering the FPA, NGA and the 
ICA. The Commission may prescribe a system of 
accounts for jurisdictional companies and, after 
notice and opportunity for hearing, may determine 
the accounts in which particular outlays and 
receipts will be entered, charged or credited. 

2 Part 101 Uniform System of Accounts 
Prescribed for Public Utilities and Licensees Subject 
to the Provisions of the Federal Power Act. 18 CF^ 
part 101 (2002). 

2 Part 201 Uniform System of Accounts 
Prescribed for Natural Gas Companies Subject to the 
Provisions of the Natural Gas Act. 18 CFR part 201 
(2002). 

♦Part 352 Uniform System of Accounts 
Prescribed for Oil Pipeiine Companies Subject to 
the Provisions of the Interstate Commerce Act. 18 
CFR pan 352 (2002], 

» See General Instructions — Records under Parts 
101 , 201 , and 352 of the Commission's Uniform 
System of Accounts for public utilities, licensees, 
natural gas companies, and oil pipeiine companies. 

® The proposed regulations would apply to al! 
public utilities subject to the Uniform System of 
Accounts, all natural gas companies subject to the 
Uniform System of .Accounts, and all oil pipeline 
carriers stibject to the Uniform System of Accounts. 
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methods of calculating interest and for 
allocating interest income and expenses, 
and the restrictions on deposits or 
borrowings by money pool members. 

2. Under the proposed rule, such cash 
management or money pool agreements 
must provide documentation for all 
deposits into, borrowings from, interest 
income from, and interest expenses to 
such money pools. Such documentation 
shall include evidences of: (1) Each 
deposit with a money pool, including 
the date of the deposit, the amount of 
the deposit, the maturity date, if any, of 
the deposit, and the interest earning rate 
on the deposit; (2) each borrowing from 
a money pool, including the date of the 
borrowing, the amount of the borrowing, 
the maturity date, if any, of the 
borrowing and the interest rate on the 
borrowing; (3) the security provided by 
the money pool for repayment of 
deposits into the money pool and the 
security required by the money pool in 
support of borrowings from the money 
pool; and (4) daily balances of deposits 
with and borrowings from the money 
pool for each individual deposit or 
borrowing. Cash deposits and 
borrowings may not be netted. 

3. Finally, the Commission is 
proposing that as a condition for 
participating in a cash management or 
money pool arrangement, the FERC- 
regulated entity must maintain a 
minimum proprietary capital balance 
(stockholder’s equity) of 30 percent, and 
the FERC-rcgulated entity and its parent 
must maintain investment grade credit 
ratings. If either of these conditions is 
not met, the FERC-regulaled entity may 
not participate in the cash management 
or money pool arrangement. 

4. The proposed rule is in the public 
interest because it will permit FERC- 
regulated entities to benefit from 
properly structured cash management 
programs, while protecting customer 
interests. 

U. Background 

Cash Management Programs Generally 

5. The overall objective of a cash 
management program is to enhance 
owner value. Cash management 
arrangements can provide participants 
with greater financing flexibility and a 
lower cost of borrowing than would 
otherwise be available to small entities. 
These arrangements can help smaller 
affiliates within the group receive the 
same favorable rates as larger entities. 

6. There are several types of cash 
management programs. Some 
concentrate and transfer funds from 
multiple accounts into a single bank 
account in the parent company’s name. 
Another type is known as “cash 
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pooling" or ‘‘money pooling.” This 
system uses a single summary account 
with interest earned or charged on the 
net cash balance position. There is no 
movement of funds between accounts of 
the entities participating in the pool. All 
accounts must be in the same bank, but 
not at the same branch. A third type, 
known as “zero balance accounts,” 
empty or fill the balances in affiliated 
companies' accounts at a bank into or 
out of a parent’s account each day. 

7. In a typical zero balance program, 
excess funds are swept to a corporate 
concentration account every night from 
the regulated company’.? zero balance 
accounts, and an account receivable 
from the parent is established at the 
regulated company while an account 
payable is established at the parent 
company to record the transfer of funds. 
As part of the cash management 
program, the parent company provides 
the funds for payment of payroll and 
other expenditures of its subsidiaries 
from the funds that have been swept to 
the parent. The parent invests unspent 
funds in overnight investments so that 
the money of all the subsidiaries will be 
working for the company rather than 
being idle. 

8. Cash management programs are not 
without risk, however. Problems can 
arise over the respective rights to the 
concentration or pooled account when 
the parent company or its subsidiaries 
file for bankruptcy, Courts have ruled 
that funds swept into a parent 
company's concentration account 
become the property of the parent, and 
the subsidiary loses all interest in those 
funds.^ 

9, There is thus a potential for 
degradation of the financial solvency of 
regulated entities Ifnon-regulated 
parent companies declare bankruptcy 
and default on the accounts payable, 
advances or borrowings owed to their 
regulated subsidiaries. 

FERC Regulated Entities’ Cash 
Management Programs 

10, In the fall of 2001, the 
Commission’s Chief Accountant began a 
review of transactions between 
unregulated parent companies and their 
jurisdictional subsidiaries. Specifically, 
the balances in the cash account and 
accounts related to associated 
companies, reported in the FERC Forms 
1, 2, and 6, were reviewed for the years 
1997 through 2001. This review 
revealed that many companies had 
significant balances in Account 146 — 


^ See, e.g., in the Matter of Southmark 
Corporation, 49 F.3d 1111 (5th Cir. 1995), and In 
re Amduia Corporation. 75 F.3d 1447 (10th Cir. 
1996). 
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Accounts Receivable from Associated 
Companies, and Account 13 — 
Receivables from Affiliated Companies, 
and that the balances in these accounts 
were significantly increasing over the 
period under review. 

1 1 . As a re.sult of the use of cash 
management programs and the 
increased balances in Account 146 
identified by this initial review, the 
Chief Accountant began an audit in 
January 2002, to determine compliance 
with the Commission's accounting and 
reporting requirements for the years 
2000 through 2001. 

12. In March 2002, the Commission 
initiated a non-public investigation by 
the Chief Accountant, Office of the 
Executive Director, and the Market 
Oversight and Enforcement section, 
Office of the General Counsel, regarding 
financial data related to transactions, 
activities and accounting practices that 
may have impaired the financial 
condition of entities subject to the 
Commission's jurisdiction to the benefit 
of corporate parents or other affiliates or 
associated entities of jurisdictional 
companies, 

13. The investigators reviewed 
transactions affecting Account 146 — 
Accounts Receivable from Associated 
Companies for gas and electric 
companies, and Account 13 — 
Receivables from Affiliated Companies 
for oil companies, Based on FERC 
Forms 1, 2 and 6 data from 2001, 
balances in Accounts 146 and 13 totaled 
approximately S16 billion [S8.2 billion 
in public utility accounts, S2 billion in 
natural gas company accounts, and $5.7 
billion in oil and product pipeline 
accounts]. The preliminary results of the 
audit/investigation also revealed severe 
record-keeping deficiencies: 

• Cash management agreements, 
generally and across the electric, gas 
and oil industries, have not been 
formalized in writing to stipulate the 
terms of the programs and the interest 
associated with the loans of the 
subsidiaries’ cash, 

• Interest may or may not have been 
paid to subsidiary companies by the 
parents, 

• Budgets are not developed at the 
subsidiary level for capital expenditures 
and operations and maintenance 
expenses, 

• Inter-company billings between 
parents and subsidiaries may have 
occurred at preferential rates not given 
to non-affilialed customers. 

III. Legal Authority and Proposed 
Regulations 

14. The Commission is proposing to 
require clearly defined roles and 
responsibilities of all parties regarding 
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transfers of cash, payments of bills, 
payments of interest, and the limitations 
to which funds can be taken from FERC- 
regulated subsidiaries. Cash 
management agreements must be 
reviewed and updated periodically to 
ensure that changes in corporate 
structure have not made the agreements 
obsolete. 

15. The Natural Gas Act (NGA) with 
respect to natural gas companies, and 
the Federal Power Act (FPA) with 
respect to public utilities, and the 
Interstate Commerce Act (ICA) with 
respect to oil pipeline carriers authorize 
the Commission to prescribe rules and 
regulations concerning accounts, 
records and memoranda as necessary or 
appropriate for the purposes of 
administering the FPA, KCA, and the 
IC.\.® The NCA and the FPA also 
empower the Commission, with respect 
to natural gas pipelines and public 
utilities, to “perform any and all acts, 
and to prescribe, issue, make, amend, 
and rescind such orders, rules and 
regulations as it may find necessary or 
appropriate to carry out the provisions 
of [the] Act.” Section 16 of the NGA, 15 
U.S.C. 71 7o, and section 309 of the FPA, 
16 U.S.C. 825(h). Under the Interstate 
Commerce Act (ICA), the Commission 
may, with respect to oil and product 
pipelines “prescribe the forms of any 
and all accounts, records, and 
memoranda to be kept by carriers * * * 
as well as of the receipts and 
expenditures of monies." ICC, Title 49 
Appendix section 20 (5), 49 App- U.S.C. 
20 (5) (1988). The Commission also has 
the authority to perform the duties (or 
which it was created “to inquire into 
and report on the business of persons 
controlling, controlled by. or under a 
common control with such 
carriers* * *.” ICA, Title 49 Appendix 
section 12, 49 App. U.S.C. 12 (1988). 

16. The Commission proposes to 
revise Account 146 in parts 101 and 
201, and Account 13 in part 352 to 
provide instructions and conditions for 
the maintenance of cash management 
arrangements. Specifically, the 
Commission is requiring that all such 
arrangements he in writing. Such 
arrangements must specify the duties 
and responsibilities of cash management 
participants and the administrator, the 
methods of calculating interest and for 
allocating interest income and expenses, 
and the restrictions on deposits or 
borrowings by money pool members. 

17. Under {he proposed rule, such 
cash management agreements must 
provide documentation for all deposits 
into, borrowings from, interest income 
from, and interest expenses related to 


' Seen.l, supra. 


2002 /Proposed Rules 


such agreements. Such documentation 
shall include evidence of: (1) Each 
deposit with a money pool, including 
the date of the deposit, the amount of 
the deposit, the maturity dale, if any, of 
the deposit, and the interest earning rate 
on the deposit; (2) each borrowing from 
a money pool, including the date of the 
borrowing, the amount of the borrowing, 
the maturity date, if any, of the 
borrowing and the interest rate on the 
borrowing; [3] the security provided by 
the money pool for repayment of 
deposits into the money pool and the 
security required by the money pool in 
support of borrowings from the money 
pool; and (4) daily balances of deposits 
with and borrowings from the money 
pool for each individual deposit or 
borrowing. Cash deposits and 
borrowings may not be netted. 

18. Because of the Commission’s 
concern that such accounts not be used 
improperly so as to cause serious 
financial harm to FERC-regulated 
entities, and ultimately cause harm to 
the ratepayers, the Commission 
proposes that as a prerequisite to 
participating in a cash management 
arrangement, a FERC-regulated entity 
shall maintain a minimum proprietary 
capital balance of 30 percent,® and the 
FERC-regulated entity and its parent 
must maintain investment grade credit 
ratingsh“ If either of these conditions is 
no longer met, the FERC-regulated 
entity may not participate in the cash 
management or money pool 
arrangement. 

IV. Information Collection Statement 

19, The following collection of 
information contained in this proposed 
rule has been submitted to the Office of 
Management and Budget for emergency 
review under section 3507(j)(l) of the 
Paperwork Reduction Act of 1995, 44 
U.S.C. 3507(j](l). Comments arc 
solicited on the Commission’s need for 
this information, whether the 
information will have practical utility, 
the accuracy of provided burden 
estimates, ways to enhance quality, 
utility, and clarity of the information to 


®S(?e Kiagara Mohawk Holdings, Ino. 99 FERC 
1161,323 (2(J1)2), where the Commission 
oondilioiiBUy approvud n roc|UirRmont that a 
company maintain an equity balHiioa uqual to at 
least i'to percent of capital. 

wThe term "investment grade’’ was originally 
used by regulatory bodies to ootinotn obligations 
eligible for investment by institutions such ns 
banks, insurance companies, and savings and loan 
associations. Over time, this term became 
widespread throughout the invnstninnt community. 
Debt issues rated in four highest uategories (e.g., 
Standard & Poor's AAA. AA, A, and BBB rating, or 
Moody's Investors Service Aaa, Aa, and A and Baa 
rating are generally recognized as being investment 
grade. Lower rating uategories are generally 
considered speculative. 
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be collected, and any suggested methods 
for minimizing respondents' burden, 
including the use of automated 
information techniques. 


Estimated Annual Barden 

At present it is unclear how many 
companies already have written 
agreements in place and would not be 
impacted by this rule. But there are a 
significant number of FERC-rcgulated 


entities that could be impacted by this 
rule because of their membership in 
consolidated groups and their 
participation in cash management 
arrangements. For this reason, the 
Commission projects the total hours for 
the following collections of information; 


Data collection 

Number of 
respondents 

Estimated % that are membere of a consoli- 
dated group 

No. of 
responses 

Total 

annual hrs. 




137 

274 

FERC Form 2 




226 

201 


198 

396 





896 




Total Annua! Hours for Collection 
(Reporting + Recordkeeping, [if 
appropriate]] = 896 hours 
* This estimate is based on an average 
of 2 hours per respondent to convert 
verbal agreements into written 
agreements. 

Information Collection Costs: The 
Commission seeks comments on the 
costs to comply with these 
requirements. It has projected the cost 
for compliance to be the following; 896 
hours 2,080 X 3117,041 = $50,418. 


Annualized capital/startup costs ... i 
Annualized costs (Operations & 

$0 

$50,418 

Total annualized costs 

$50,418 


The Office of Management and 
Budget’s (OMB) regulations” require 
0MB to approve certain information 
collection requirements imposed by 
agency rule, The Commission is 
submitting notification of this proposed 
rule to OMB. 

Title: FERC Form 1 Annual Report of 
Major Electric Utilities, Licensees and 
Others; FERC Form 2 Annual Report for 
Major Natural Gas Companies: FERC 
Form No. 6 Annual Report of Oil 
Pipeline Companies. 

Action: Proposed Collections. 

OMB ControJNo: 1902-0021; 1902- 
0028; and 1902-0022, [Note: The 
collections of information contained in 
this proposed rule are being submitted 
to OMB under OMB’s emergency 
clearance procedures. These collections 
of information are also the subject of a 
separate proceeding in Docket No. 
RM02-3-000, and to avoid any delay in 
OMB’s review of this proposed rule, the 
collections of information in this 
proposed rule will have a temporary 
designation of FERC-907. When the 
Commission issues a final rule, the 
collections of information will revert to 
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their normal identifiers and control 
numbers.) 

Respondents: Business or other for 
profit. 

Frequency of Responses: On occasion. 

Necessity of the Information: The 
Commission proposes to revise its 
Uniform System of Accounts to 
establish the documentation necessary 
to disclose information on the 
management of funds from a FERC- 
regulaled subsidiary by a non-regulated 
parent. Specifically, the Commission is 
requiring that all such cash management 
arrangements be in witing. Such 
arrangements must specify the duties 
and responsibilities of cash management 
participants and administrators, the 
methods of calculating the interest and 
for allocating interest income and 
expenses, and the restrictions on 
deposits and/or borrowing of money 
pool members. The Commission is also 
proposing that as a condition for 
participating in cash management 
arrangements, the FERC-reguIated entity 
must maintain a minimum proprietary 
capital balance of 30 percent and the 
FERC-rcgulated entity and its parent 
must maintain investment grade ratings. 

As a result of the Commission’s 
investigations, it was found that cash 
management agreements, generally and 
across the electric, gas and oil industries 
have not been formalized in writing 
stipulating both the terms of the 
programs and the interest associated 
with the loans of the subsidiaries' cash. 
In addition, budgets are not developed 
at the subsidiary Icx'el for capital 
expenditures, operations and 
maintenance expenses and the interest 
that may or may not have been paid to 
subsidiary companies by the parent. 

The Commission is concerned that 
such accounts may be used so as create 
severe financial risk to FERC-regulated 
entities, and cause harm to rate payers 
should the subsidiaries attempt to pass 
through costs that result from defaults 


by unregulated parent companies, 
resulting in higher costs of capital. 

Internal Review: The Commission has 
reviewed the requirements pertaining to 
the Uniform System of Accounts and to 
the three financial reports it prescribes 
and has determined that the proposed 
revisions are necessary because the 
Commission needs to establish uniform 
accounting and reporting requirements 
for cash management arrangements. 

These requirements conform to the 
Commission's plan for efficient 
information collection, communication, 
and management within the electric, 
natural gas and oil pipeline industries. 
The Commission has assured itself, by 
means of internal review, that there is 
objective support for the burden 
estimates associated with the 
information requirements, 

Interested persons may obtain 
information on the reporting 
requirements by contacting the 
following: Federal Energy Regulatory 
Commission, 888 First Street, NE, 
Washington, DC 20426, [Attention; 
Michael Miller, Office of the Chief 
Information Officer, Phono: (202] 502- 
8415, fax: (202) 208-2425, e-mail; 
michaeLmiller@ferc.fed.us] 

For submitting comments concerning 
the collection of informalion(s) and the 
associated burden estimatefs], please 
send your comments to the contact 
listed above and to the Office of 
Management and Budget, Office of 
Information and Regulatory Affairs, 725 
17th Street, NW, Washington, DC 20503 
[Attention; Desk Officer for the Federal 
Energy Regulatory Commission, phone 
(202) 395-7856, fax: (202] 395-7285. 

V. Environmental Analysis 

20. The Commission is required to 
prepare an Environmental Assessment 
or an Environmental Impact Statement 
for any action that may have a 
significant adverse effect on the human 
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environment-''^ The Commission 
excludes certain actions not having a 
significant effect on the human 
environment from the requirement to 
prepare an environmental impact 
statement.'"^ No environmental 
consideration is raised by the 
promulgation of a rule that is procedural 
or does not substantially change the 
effect of legislation or regulations being 
amended.^** The proposed rule updates 
Parts 101 , 201, and 352 of the 
Commission's regulations, and docs not 
substantially change the effect of the 
underlying legislation or the regulations 
being revised or eliminated. 

Accordingly, no environmental 
consideration is necessary. 

VI. Regulatory Flexibility Act Statement 

21. The Regulatory Flexibility Act of 
1980 (RFA) i'’ generally requires a 
description and analysis of final rules 
that will have significant economic 
impact on a substantial number of small 
entities. The Commission is not 
required to make such analyses if a rule 
would not have such an effect. The 
Commission concludes that this rule 
would not have such an impact on small 
entities. Most filing companies 
regulated by the Commission do not fall 
within the RFA's definition of a small 
entity, and the data required by this rule 
are already being captured by their 
accounting systems, However, if the 
reporting requirements represent an 
undue burden on small businesses, the 
entity affected may seek a waiver of the 
requirements from the Commission. 

VII, Comment Procedures 

22. The Commission invites interested 
persons to submit written comments on 
the matters and issues proposed in this 
notice to be adopted, including any 
related matters or alternative proposals 
that commenters may wish to discuss. 
Comments are due 15 days from 
publication in the Federal Register. 
Comments must refer to Docket No. 
RM02-14-000, and maybe filed either 
in electronic or paper format. Those 
filing electronically do not need to make 
a paper filing. 

23. Documents filed electronically via 
the Internet can be prepared in a variety 
of formats, including WordPerfect, MS 
Word, Portable Document Format, Real 
Text Format, or ASCII format, as listed 
on the Commission's web site at 
bltp://ferc.gov, under the e-Filing link. 


Order No. 486, Regulations ImpleiiiKiiling the 
N.'iticiiwl Environmental Policy Act. 52 47897 (Dec. 
17, 1987], FERC Stats. & Regs.’Prarabies 1986-1990 
1130,783 {1987). 

’•’18 CFR 380.4. 

’■'18CFR360.4{al(2l{ij). 

”■-0 tJ..S.C. Iilll-in2, 
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The e-Filing link provides instructions 
for how to Login and complete an 
electronic filing. First time users will 
have to establish a user name and 
password. The Commission will send an 
automatic acknowledgment to the 
sender’s E-Mail address upon receipt of 
comments. User assistance for electronic 
filing is available at 202-208-0258 or by 
E-Mail to efiling@ferc.gov. Comments 
should not be submitted to the E-Mail 
address. 

24. For paper filings, the original and 
14 copies of such comments should be 
submitted to the Office of the Secretary, 
Federal Energy Regulatory' Commission, 
888 First Street, NE., Washington DC 
20426. 

25. All comments will be placed in 
the Commission's public files and will 
be available for inspection in the 
Commission’s Public Reference Room at 
888 First Street, NE., Washington DC 
20426, during regular business hours. 
Additionally, all comments may be 
viewed, printed, or downloaded 
remotely via the Internet through 
FERC’s Homepage using the FERRIS 
link. 

VIII. Ducument Availability 

26. In addilion to publishing the full 
text of this document in the Federal 
Register, the Commission provides all 
interested persons an opportunity to 
view and/or print the contents of this 
document via the Internet through 
FERC’s Home Page [http://mviv.ferc.gov] 
and in FERC’s Public Reference Room 
during normal business hours (8:30 a.m. 
to 5 p.m. Eastern time) at 888 First 
Street, NE.. Room 2A, Washington, DC 
20426. 

27. From FERC’s Home Page on the 
Internet, this information is available in 
the Federal Energy Regulatory Records 
Information System (FERRIS). The hill 
text of this document is available on 
FERRIS in PDF and WordPerfect format 
for viewing, prinling, and/or 
downloading. To access this document 
in FERRIS, type the docket number 
excluding the last three digits of this 
document in the docket number field. 

28. User assistance is available for 
FERRIS and tlie FERC's website during 
normal business hours from our Help 
line at (202) 208-2222 or the Public 
Reference Room at (202) 208-1371 Press 

0. TTY (202) 208-1659. E-Mail the 
Public Reference Room at 
public.referenceroom@ferc.gov. 

List of Subjects 
18 CFH Part 101 

Electric power, Electric utilities. 
Reporting and recordkeeping 
requirements, Uniform System of 
Accounts. 
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16 CFR Part 201 

Natural gas. Reporting and 
recordkeeping requirements, Uniform 
System of Accounts. 

18 CFR Part 352 

Pipelines, Reporting and 
recordkeeping requirements. Uniform 
System of Accounts. 

By direction of the Commission. 

Magalie R. Salas, 

Secretary. 

In consideration of the foregoing, the 
Commission proposes to amend parts 
101, 201, and 352, Title 18 of the Code 
of Federal Regulations, as follows: 

PART 101— UNIFORM SYSTEM OF 
ACCOUNTS PRESCRIBED FOR 
PUBLIC UTILITIES AND LICENSEES 
SUBJECT TO THE PROVISIONS OF 
THE FEDERAL POWER ACT 

1. The authority citation for part 101 
continues to read as follows: 

Authority; 16 U.S.C. 791a-825r, 26 U 1 - 
2645; ,31 U S.C. 9701; 42 U.S.C, 7101-7352, 
76.51-76510, 

2. In part 101, Balance Sheet 
Accounts, account 146 is revised to read 
as follows; 

Balance Sheet Accounts 

146 Accounts receivable from 
associated companies. 

A, These accounts shall include notes 
and drafts upon which associated 
companies arc liable, and which mature 
and are expected to be paid in full not 
later than one year from the date of 
issue, together with any interest 
thereon, and debit balances subject to 
current settlement in open accounts 
with associated companies. Items which 
do not bear a specified due date but 
which have been carried for more than 
twelve months and items which are not 
paid within twelve months from the due 
dale shall be transferred to account 123, 
Investment in Associated Companies. 

B. As a prerequisite for participating 
in a cash management or money pool 
arrangement, a utility shall maintain a 
minimum proprietary capital balance of 
30 percent, and a utility and its parent 
must maintain an investment grade 
credit rating. If cither of these 
requirements is not met, the utility may 
not participate in the cash management 
or money pool arrangement. A utility 
participating in a cash management or 
money pool arrangement shall maintain 
supporting documentation for all 
deposits into, borrowings from, interest 
income from, and interest expense to 
such money pool. The written 
documentation shall include evidences 
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of: [ll Each deposit with the money 
pool, including the date of the deposit, 
the amount of the deposit, the maturity 
dale, if any, of the deposit, and the 
interest earning rate on the deposit; (2) 
each borrowing from a money pool, 
including the date of the borrowing, the 
amount of the borrowing, the maturity 
date, if any, of the borrowing and the 
interest rale on the borrowing; (3) the 
security provided by the money pool for 
repayment deposits into the money pool 
and the security required by the money 
pool in support of borrowings from the 
money pool; and (.4) daily balances of 
deposits with and borro^vings from the 
money pool for each individual deposit 
or borrowing. Cash deposits and 
borrowings may not be netted. 

C. The utility shall also maintain 
current and up-to-date copies of the 
documents authorizing the 
establishment of the cash management 
or money pool arrangement that 
specifies the following: (l] The duties 
and responsibilities of the money pool, 
its administrator and the other 
participants in the money pool; [2) the 
restrictions on deposits or borrowings 
by pool members, (3) the method used 
to determine the interest earning rates 
and interest borrowing rales by pool 
members; and [4] the method used to 
allocate interest Income and expenses 
among the pool members. 

Note A: On the balance sheet, accounts 
receivable from an associated company may 
bo sot off against accounts payable to the 
same company. 

Note B: The face amount of notes 
receivable discounted, sold or transferred 
without releasing the utility from liability as 
endorser thereon, shall be credited to a 
separate subdivision of this account and 
appropriate disclosure shall be made in 
financial statements of any contingent 
liability arising from such transactions. 


PART 201— UNIFORM SYSTEM OF 
ACCOUNTS PRESCRIBED FOR 
NATURAL GAS COMPANIES SUBJECT 
TO THE PROVISIONS OF THE 
NATURAL GAS ACT 

3. The authority citation for part 201 
continues to read as follows; 

Authority: 15 U.S.C. 717-717W, 3301- 
3432; 42 U.S.C. 7101-7352, 7651-76510. 

4. In part 201, Balance Sheet 
Accounts, account 146 is revised to read 
as follows: 

Balance Sheet Accounts 

146 Accounts receivable from 
associated companies. 


A. These accounts shall include notes 
and drafts upon which associated 
companies are liable, and which mature 
and are expected to be paid in full not 
later than one year from the date of 
issue, together with any interest 
thereon, and debit balances subject to 
current settlement in open accounts 
with associated companies. Items which 
do not bear a specified due date but 
which have been carried for more than 
tw'elve months and items which are not 
paid within tw'clve months from the due 
date shall be transferred to account 123, 
Investment in Associated Companies. 

B. As a prerequisite for participating 
in a cash management or money pool 
arrangement, a utility shall maintain a 
minimum proprietary capital balance of 
30 percent and a utility and its parent 
must maintain an investment grade 
credit rating. If either of these 
requirements is not met, the utility may 
not participate in the cash management 
or money pool arrangement. A utility 
participating in a cash management or 
money pool arrangement shall maintain 
supporting documentation for all 
deposits into, borrowings from, interest 
income from, and interest expense to 
such money pool. The written 
documentation shall include evidences 
of; (1) Each deposit with the money 
pool, including the dale of the deposit, 
the amount of the deposit, the maturity 
date, if any. of the deposit, and the 
interest earning rale on the deposit; (2) 
each borrowing from a money pool, 
including the date of the borrowing, the 
amount of the borrowing, the maturity 
date, if any, of the borrowing and the 
interest rate on the borrowing; (3) the 
security provided by the money pool for 
repayment deposits into the money pool 
and the security required by the money 
pool in support of borrowings from the 
money pool; and (4) daily balances of 
deposits with and borrowings from the 
money pool for each individual deposit 
or borrowing. Cash deposits and 
borrowings may not be netted. 

C. The utility shall also maintain 
current and up-to-date copies of the 
documents authorizing tlie 
establishment of the money pool that 
specifies the following; (1) The duties 
and responsibilities of the money pool, 
its administrator and the other 
participants in the money pool; (2) the 
restrictions on deposits or borrowings 
by pool members, (3) the method used 
to determine the interest earning rales 
and interest borrowing rates by pool 
members; and (4) the method used to 
allocate interest income and expenses 
among the pool members. 

Note A: On the balance sheet, accounts 
receivable from an associated company may 


be set off against accounts payable to the 
same company. 

Note B: The face amount of notes 
receivable discounted, sold or transferred 
without releasing the utility from liability as 
endorser thereon, shall be credited to a 
separate subdivision of this account and 
appropriate disclosure shall be made in 
financial statements of any contingent 
liability arising from such transactions. 


PART 352— UNIFORM SYSTEM OF 
ACCOUNTS PRESCRIBED FOR OIL 
PIPELINE COMPANIES SUBJECT TO 
THE PROVISIONS OF THE 
INTERSTATE COMMERCE ACT 

5. The authority citation for part 352 
continues to read as follows: 

Authority; 49 U.S.C. 60502; 49 App. U.S.C. 
1-85 (1988]. 

6. In part 352, Balance Sheet 
Accounts, account 13 is revised to read 
as follows: 

Balance Sheet Accounts 

13 ReceivabJes from affiliated 
companies. 

(al This account shall include 
amounts receivable due and accrued 
from affiliated companies subject to 
settlement within one year from date of 
the balance sheet. This includes 
receivables for items such as revenue for 
services rendered, material furnished, 
rent, interest and dividends, advances 
and notes. 

(b) As a prerequisite for participating 
in a cash management or money pool 
arrangement, a carrier shall maintain a 
minimum proprietary capital balance of 
30 percent, and a carrier and its parent 
must maintain an investment grade 
credit rating, If either of these 
requirements is not met, the carrier may 
not participate in the cash management 
or money pool arrangement. A carrier 
participating in a money pool 
arrangement shall maintain supporting 
documentation for all deposits into, 
borrowings from, interest income from, 
and interest expense to such money 
pool. The written documentation shall 
include evidences of; (1) Each deposit 
with the money pool, including the date 
of the deposit, the amount of the 
deposit, the maturity date, if any, of the 
deposit, and the interest earning rate on 
the deposit; (2) each borrowing from a 
money pool, including the date of the 
borrowing, the amount of the borrowing, 
the maturity dale, if any, of the 
borrowing and the interest rate on the 
borrowing; [3) the security provided by 
the money pool for repayment deposits 
into the money pool and the security 
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required by the money pool in support 
of borrowings from the money pool; and 
(4) daily balances of deposits with and 
borrowings from the money pool for 
each individual deposit or borrowing. 
Cash deposits and borrowings may not 
be netted. 

(c) The carrier shall also maintain 
current and up-to-date copies of the 
documents authorizing the 
establishment of the money pool that 
specifies the following; (1) The duties 
and responsibilities of the money pool, 
its administrator and the other 
participants in the money pool; (2) the 
restrictions on deposits or borrowings 
by pool members. (3) the method used 
to determine the interest earning rates 
and interest borrowing rates by pool 
members; and (4) the method used to 
allocate interest income and expenses 
among the pool members. 

[FR Doc. 02-20016 Filed 8-6-02; 8:45 am] 
BILLING CODE 6717-01-P 


DEPARTMENT OF THE TREASURY 

Bureau of Alcohol, Tobacco and 
Firearms 

27 CFR Part 9 

[Notice No. 951; Re: Notice No. 903] 

RIN 1S12-AC83 

Denial of the California Coast 
Viticultural Area Petition {2000R-166P) 

AGENCY: Bureau of Alcohol, Tobacco 
and Firearms (ATF), Treasury. 

ACTION: Termination of proposed 
rulemaking; denial of petition, 

SUMMARY: The Bureau of Alcohol, 
Tobacco and Firearms (ATF) announces 
the denial of the petition requesting 
establishment of the “California Coast” 
viticultural area and the termination of 
the related proposed rulemaking (Notice 
No. 903 of September 26, 2000, 65 FR 
57763), ATF has concluded the 
petitioned viticultural area fails to meet 
the regulatory requirements issued 
under the authority of the Federal 
Alcohol Administration Act, ATF also 
announces that a supplemental report, 
“ATF Response to the California Coast 
Viticultural Area Petition,” detailing the 
reasons for the petition’s denial is 
available on the ATF website or by U.S. 
mail as described below. 

ADDRESSES: A copy of this notice 
(Notice No. 951] and a link to the 80- 
page supplemental report, “ATF 
Response to the California Coast 
Viticultural Area Petition.” detailing the 
reasons for the petition’s denial, are 
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available on the ATF website at: 

iitfp.7/MTviv.af/.freas.gov/aico/io//ruies/ 

index.btm. 

Paper copies of the petition, the 
proposed regulation, the appropriate 
maps, the comments received in 
response to Notice No. 903, this notice 
(Notice No. 951), and the supplemental 
report are available for public 
inspection by appointment in the ATF 
Reading Room, Rm. 6480, 650 
Massachusetts Avenue, NW., 
Washington, DC 20226; telephone (202) 
927-7890. 

To obtain paper copies of the 
supplemental report, the comments 
received, or any other of the above 
documents by mail (at 20 cents per 
page), contact the ATF Librarian at the 
above address. 

FOR FURTHER INFORMATION CONTACT: 
Nancy Sutton, Specialist, Regulations 
Division (San Francisco, CA), Bureau of 
Alcohol, Tobacco and Firearms, 221 
Main Street. 11th Floor, San Francisco. 
CA 94105; telephone (415) 947-5192. 
SUPPLEMENTARY INFORMATION: 
Background — Viticultural Areas 

The Federal Alcohol Administration 
Act (FAA Act) at 27 U.S.C. 205(e) 
requires that alcohol beverage labels 
provide the consumer with adequate 
information regarding a product's 
identity and prohibits the use of 
deceptive information on such labels. 
The FAA Act also authorizes the Bureau 
of Alcohol, Tobacco and Firearms (ATF) 
to issue regulations to carry out its 
provisions. 

Regulations in 27 CFR part 4, Labeling 
and Advertising of Wine, allow the 
establishment of definitive viticultural 
areas. The regulations allow the names 
of approved viticultural areas to be used 
as appellations of origin on wine labels 
and in wine advertisements. Section 
4.25a(e)(l) defines an American 
viticultural area as a delimited grape- 
growing region distinguishable from 
surrounding areas by geographical 
features such as climate, elevation, soil, 
and topography. 

ATF believes that viticultural area 
designations enable consumers to better 
identify the origin of the grapes used to 
produce a wine, provide significant 
information about the identity of a wine, 
and prevent consumer deception 
through the establishment of specific 
boundaries for viticultural areas. A list 
of approved viticultural areas is 
contained in 27 CFR part 9, American 
Viticultural Areas. 

Any interested person may petition 
ATF to establish a grape-growing region 
as a viticultural area. The petition 
should include a description of area's 
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proposed boundaries and United States 
Geological Survey maps with those 
boundaries prominently marked, as well 
as: 

• Evidence that the name of the 
proposed viticultural area is locally 
and/or nationally known as referring to 
the area specified in the petition; 

• Historical or current evidence that 
the boundaries of the viticultural area 
are as specified in the petition; and 

• Evidence relating to the 
geographical characteristics (climate, 
soil, elevation, physical features, etc.), 
which distinguish the viticultural 
features of the proposed area from 
surrounding areas. 

The petitioner bears the burden of 
providing evidence showing that a 
proposed viticultural area meets the 
regulatory requirements. ATF utilizes 
the proposed rulemaking process to 
facilitate the submission of additional 
information from the public showing 
that the proposed area does or does not 
comply with the regulatory 
requirements. 

Background — California Coast Petition 
1998 “California Coastal” Petition 

In 1998, a group known as the Coastal 
Alliance submitted a petition to ATF 
requesting the establishment of the 
“California Coastal” viticultural area. 
The petitioned area’s boundaries, 
extending along the California coastline 
north from Mexico into Mendocino 
County 175 miles south of the Oregon 
border, coincided with the established 
South Coast viticultural area’s southern 
boundary and with the North Coast 
viticultural area’s northern boundary. 

ATF reviewed the petition and 
determined that the petitioned 
viticultural area did not meet the 
regulatory requirements. In the letter 
denying this petition, ATF noted that 
the “California Coastal” name could 
apply to the State’s entire coastline and 
not just to the portion included in the 
petitioned area. ATF also determined 
that the petitioned viticultural area’s 
geographic and climatic features were 
too diverse for it to be considered a 
delimited grape-growing region 
distinguishable from surrounding areas, 
March 2000 “California Coast'’ Petition 

The California Coast Alliance 
submitted a new petition to ATF on 
March 17, 2000, proposing the 
establishment of the “California Coast” 
viticultural area. The Alliance stated 
that the California Coast viticultural 
area would provide consumers with 
valuable information about the origin of 
wine made in this area and help prevent 
consumer deception from the grooving 
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I Committee on GovernTneiital Affairs 

^^EXHIBlT^A-45__ 
UNITED STATES OF AMERICA 

FEDERAL ENERGY REGULATORY COMMISSION 
Fact-finding Investigation of Potential ) 

Manipulation of Electric ) Docket No. PA02-2-000 

and Natural Gas Prices ) 

RESPONSE OF PORTLAND GENERAL ELECTRIC COMPANY TO THE 
COMMISSION’S MAY 8, 2002 DATA REQUEST 
AND REQUEST FOR ADMISSIONS 

Portland General Electric Company (“Portland General” or “Portland”) submits 

this response pursuant to the Commission’s May 8, 2002 order to sellers of wholesale 

electricity and/or ancillary services to the California Independent System Operator and/or 

the ralifnmia Power Exchange (the “May S* OrdeO- 

SUMMARY OF PORTLAND GENERAL’S INVESTIGATION PROCESS 

Portland General became aware of the Commission’s May 8* Order the day after 

it was issued. That Order directs each seller to conduct a thorough investigalion into its 

trading activities and to respond, after conducting that investigation, to certain data 

requests and requests for admission by May 22, 2002. 

Inunediately upon learning of the Commission’s Order, Portland’s General 

Counsel began assembling a team of senior personnel to formulate and execute the most 

thorough investigation reasonably possible witiun the time fiame dictated by the Order. 

While Portland General had no reason to believe that it engaged in any unlawfid trading 

practices - and indeed stands firm in that belief today - given that the company is a 

subsidiary of Enron Corp, Portland General believed that it -was particularly important to 
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respond to the Commission’s Order with the most thorough investigation possible.' 
Ultimately, Portland General’s investigation - conducted with assistance of outside 
counsel - included the following significant components;^ 

• Creation of an “Investigative Team” (or “Team”) - the lawyem on the Team 
and the staff members assisting them invested over 2,700 hours^ conducting 
the inquiry called for by foe Commission’s Older; 

• Circulation of memoranda fiom Portland General’s CEO and finm its General 
Counsel directing employees to fully cooperate with the investigation and 
specifically requiring that employees search their records and files for any 
potentially responsive documents; 

• Conduct of 74 extensive interviews of individuals who have worked for 
Portland General, either currently or formerly; 

• Execution of an extensive search of hundreds of thousands of electronically 
stored documents (including c-mails) using approximately 8,500 different 
computer aided searches for foe specific terms used to describe foe trading 
strategies discussed in the Commission’s Order - and review of all documents 
appearing as “hits” for those terms; and 

• Engagement in comprehensive follow-up on potentially responsive 
information - including subsequent interviews of various individuals, as well 

' As discussed in greater detail in another section of fois submission, while Portland General is 
owned by Enron, it shouid he noted that Portland General’s trading division at all times maintained its own 
policies and procures, and that Portiand General received l^al advice in its own right, wholly separate 
and apart hrom Enron. 

^ A more detailed description of the investigation is iiKluded as Addendum A to this submission. 

^ 'Ibis figure is a conservative estimate based on time records entered as of the time of this 

submission. 
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asieview and transcription of vmce recordings of particular trading days and 
transactions. 

RESPONSE OF PORTLAND GENERAL 
PreUminaty Statement 

Portland General is an integrated electric utility located in Portland, Oregon, 
serving approximately 736,000 customers at retail in the state of Oregon. As stated 
above, die Company is a vriroUy owned subsidiary of Enron Corp, but it is 
organizationaUy decentralized fiom the parent and managed through its Portland-based 
management team. Pordand General engages in r^olesale trading activities, the primary 
purpose of vdiich is to maiuige risk, meet its load and reduce costs for its retail customers. 
Portland General has insufficient generating resources to meet its native load and must 
purchase significant amounts of power in the wholesale maricet each year. Consequently, 
Portland General’s trading operations serve the critical fimcdon of acquiring resources 
for native load, balancing those resources with load requirements, and maximizing the 
value of owned geneiafion and purchase contracts to the extent that available supply is 
excess to the needs of Portland’s firm customers. This trading operation is completely 
separated fiom that of Enroa Corp. It has at all times operated on a separate, secured 
trading floor, has its own policies and procedures, and is subject to the Commission’s 
affiliate rules and Part 37 of the Commission’s Rules & Regulations. These rules limit 
the communication that is permitted to take place between Portland General and other 
Enron companies, and set strict parameters for any inter-affiliate trading. 
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As part of its routine utility business and in order to take advantage of seasonal 
diversity between the Pacific Northwest and California, Portland General has both 
imported power to and exported power &om California for over 30 years over the Pacific 
Northwest Interde. In fiict, this large capacity Intertie system was constructed to 
facilitate these seasonal exchanges between utilities and to create cost and resource 
efficiencies in the wholesale power markets of the Western regioiL The majority of 
Portland General’s sales take place in Oregon, or at the Oregon border. 

Portland General is a net buyer of power in these Western power markets, often 
purchasing in excess of 3 5% of its retail customers’ requirements in the wholesale 
maricets every year. As a net buyer, Portland General’s interest and the interest of its 
customers is advanced when market prices and price volatility in the Pacific Northwest 
are low. 

The Commission’s May 8, 2002 order in this docket requests answers to specific 
Requests for Admissions and Production of Documents. Following are Portland 
General’s responses; 
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L Responses to Requests for Admissions 

I. A, 1. Admit or Deny; The company engaged in activity referred 
to in the Enron memoranda as “Export of California Powei^ during the period 
2000-2001 , in which the company buys energy at the Cal PX to erqtort outside of 
California in order to take advantage of the price spread between California 
markets (which were capped) and uncapped markets outside of California. 

Portland General can neither admit nor deny this question without qualification. 
As noted above, Portland has purchased power fiom and exported power out of 
California for over 30 years to serve its retail load, and fiequently resells any power 
excess to its needs in the wholesale market. This practice existed before the formation 
and start-tq) of the Cal PX and the Cal ISO and continues today. 

Most of the power purchased by Portland General fi-om the Cal PX during the 
period 2000-2001 was purchased to serve retail requirements, and, as market volatility 
increased and security of supply was threatened, to serve as an “insurance policy” that 
would protect this source of supply for its firm customers. Particularly during the peak 
demand months of late 2000 and early 2001 , Portland General tried to secure additional 
length in the day-ahead market, rather than rely on the real-time market, because the real- 
time market was experiencing dramatic price spikes, and the availability of supply could 
not be guaranteed. These Cal PX purchases were made as part of standard winter buying 
practice and not as a specific strategy to deprive the state of California of needed power. 
Nor were they made as part of any specific strategy to circumvent price caps in the 
California market As a retail service provider and as a net purchaser of power, 
inrrpqiiing powcT costs and pticc Volatility would not have been in the best interest of 
Portland General. 
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Further, when Portland General purchases power, it is then combined into a 
larger, blended portfolio of supply that is available for serving its retail load or for resale 
to numerous potential purchasers in the wholesale market If ultimate prices were higher 
in the real-time market than the prices at «4iich Portland had purchased in the day-ahead 
market (and assuming that it had excess to sell in any particular hour), then, obviously, 
resales fiom the portfolio would have been made at a profit In that profit motivation did 
exist resales most likely would have been made to the highest bidder, regardless of 
whether the bidder was located in (he Pacific Northwest or California. Conversely, the 
company was at a risk of loss if real-time prices decreased below the price paid to 
Portland General’s suppliers, including the Cal PX, in the day-ahead market or forward 
market Portland General also was taking a risk of highly volatile real-time pricing if it 
had not purchased sufficient supply in the day-ahead market and had to purchase 
additional supply in real-time. Finally, it is important to note that tracing the resale of 
any particular megawatt in a blended portfolio of supply back to its source is theoretically 
impossible, notwithstanding bookout accoiutfing practices or, for example, the periodic 
occutience of “sleeve” transactions. 

Given that it had neither the incentive nor the intent to participate in a strategy to 
deprive California of power or to increase prices in its own retail marketing area, 

Portland General does not believe that it has engaged in the strategy contemplated in the 
Enron memoranda or by the Commission’s request for admission I A 1 . However, some 
transactions conducted by Portland General during 2000-2001 may have resulted in the 
company purchasing power from the Cal PX and reselling power from its portfolio of 
supplies at prices higher then those paid to the Cal PX. 
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I. A. 2. Ifyou so admit, provide complete details as to all 
transactions your company engaged in as part of this activity, including the dates 
of all purchases and sales of energy and/or ancillary services, counter-parties to 
the transactions, prices and volumes, delivery points, and corresponding Cal ISO 
schedules. Also, provide all documents that refer or relate to the activity 
desciibed immediately above. 

Portland General submits that it is not possible to trace purchases into and sales 
out of a blended portfolio of supply, as seemingly contemplated by this question. 
However, for transaction data potentially relevant to this question, Portland General 
refers the Commission to information filed by Portland General in this Docket No. PA02- 
2-000 pursuant to a request fiom the Commission in an order dated March S, 2002. 

Also see Attachment I.A.2. 
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I. B. 1. Admit or Deny; The company engaged in activity 
described in the Enron memoranda as “Non-Finn Exporf ‘ during the period 
2000-2001, in which the company gets a counterflow (scheduling energy in the 
opposite direction of a constraint) congestion payment fiom the Cal ISO by 
scheduling non-firm energy fix>m a point in California to a control area outside of 
California, and cutting the non-firm energy after it receives such payment 

Denied. 


I. B. 2. If you so admit provide complete details as to all 

transactions your company engaged in as part of fiiis activity, including the dates 
of all transactiotis, congestion payments received, corresponding Cal ISO 
schedules, counter patties and deUvery points. Also, provide all documents that 
refer or relate to the activity described immediately above. 

Not applicable. 


Page 8 - PORTLAND GENERAL’S RESPONSE 



272 


I. C. 1. Admit or Deny: The Company engaged in activity 
described in the Enron memoranda as “Death Star'’ during the period 2000-2001, 
in which the company schedules energy in the opposite direction of congestion 
(coimterflow), but no energy is actually put onto the grid or taken off of the grid. 
This allows the company to receive congestion payments fiom the Cal ISO. 

Denied. It is possible that, unknown to Portland General, it could have been used 

by a third party in partial execution of this strategy. See Responses to Questions I.K. 1 

and in.B. 


I. C. 2. If you so admit, provide complete details as to all 
transactions that your company engt^ed in as part of this activity, including the 
dates of all transactions, all transmission and energy schedules, the counter 
parties, all congestion payments received. Also, provide all documents that refer 
or relate to the activity described immediately above. 

Not applicable. 
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I. D. 1. Admit or Deny: the company engaged in activity described 

in the Enron memoranda as “Load Shift” durii^ the period 2000-200 1 . This 
variant of “relieving congestion” involves submitting artificial schedules in order 
to receive inter-zonal congestion payments. The appearance of congestion is 
created by deliberately over-scheduling load in one zone (e.g.. NP-15), and under- 
scheduling load in another, connecting zone (e.g., SP-15); and shifting load fiom 
a congested zone to the less congested zone, thereby earning congestion payments 
for reducing congestion. 

Denied. 


I. D. 2. If you so admit, provide complete details as to all 

transactions that your company engaged in as part of this activity, including the 
dates of all transactions, all schedules of load by zone, and all congestion 
payments received. Also, provide all documents that refer or relate to the activity 
described immediately above. 

Not applicable. 
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I. E. 1. Admit or Deay; The Company engaged in activity 
described in the Enron memoranda as “Get Shorty” during the period 2000-2001 , 
also known as “paper trading” of accitlaiy services in which it: (i) sells anciUaiy 
services in the Day-ahead market; and (ii) the next day, in the real-time market, 
the company “zeros out” the ancillary services by canceling the commitment to 
sell and buying ancillary services in the real-time maiket to cover its position. 

The phrase “paper trading” is used because the seller does not actually have the 
ancillary services to sell. 

Denied. 


I. E. 2. Ifyou so admit, provide complete details as to all 
transactions that your company engaged in as part of this trading strategy, 
including the datk of all transactions; prices and volumes for sales of ancillary 
services in the Day-ahead market; the cancellation of such sales, prices and 
volumes for the purchase of ancillary services in the real-time market to cover the 
company’s position; and conesponding schedules. Also, provide all documents 
diat refer or relate to the activity described immediately above. 

Not applicable. 
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I. F. 1. Admit or Deny: The Company engaged in activity 
described in the Enron memoranda as “Wheel Out” during the period 2000-2001 . 
Knowing that an intertie is completely constrained (i.e., its capacity is set at zero), 
or that a line is out of service, the company schedules a transmission Eow over the 
facility. The company also knows that the schedule will be cut and it will receive 
a congestion payment without actually having to send energy over the fecility. 

Denied. 


1. F. 2. If you so admit, provide complete details as to all 

transactions that your company engaged in as part of this activity, including the 
dates of all transactions, corresponding schedules; counter parties, and congestion 
payments received. Also, provide all documents that refer or relate to the activity 
described immediately above. 

Not applicable. 
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I. G. 1. Admit or Deny: The company engaged in activity 
described in the Enron memoranda as “Fat Boy” during the period 2000-2001 in 
which the company airificially increases load on the schedule it submits to the Cal 
ISO with a correspanding amount of generatioa The conqtany then dispatches 
the generation it schedules, which b in excess of its actual load. Tins results in 
the Cal ISO paying the company for the excess generation. Scheduling 
coordinators that serve load in Califonua may be able to use thb axhivity to 
include the generation of other sellers. 

Denied. 


I. G. 2. Ifyou so admit, provide complete details as to all 

transactions that your company engaged in as part of thb activity, including the 
dates of aU transactions, corresponding schedules, and paymente from the Cal ISO 
for excess generation (including both price and volumes). Abo, provide all 
documents that refer or relate to the activity described immediately above. 

Not applicable. 
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I. H. 1. Admit or Deny; The company engaged in activity 

described in the Enron memoranda as “Ricochet,” also know as “megawatt 
laundering,” during the period 2000-2001, in which the company; (i) buys energy 
from the Cal PX and exports to another entity, which charges a small fee; and (ii) 
the first company resells the energy back to &e Cal ISO in the real-time market 


Denied. See, however. Response to Question I.K.I. Portland General may have 
been used as an intermediary by another party eng^ing in a similar activity. 


I. H. 2. If you so admit, provide complete details as to all 

transactions that your company engaged in as part of this activity, including the 
dates for all transactions, names of counter parties and whether they were 
affiliates, the fees charged, prices and volumes for energy that was bought and 
then resold. Also, provide all documents that refer or relate to the activity 
described immediately above. 

Not applicable. 
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I. I. 1. Admit or Deny: The company engaged in activity 

described in the Enron memoranda as “Selling Non*iirm l^ergy as Firm 
Energy" during the period 2000-2001, in which the company sells or resells what 
is actually non-firm energy to the Cal PX, but cl aims that it is “firm” energy. This 
allows die company to receive payment from the Cal ISO for ancillary services 
that it claims to be providing, but does not in fact provide. 

Denied. 


I. 1. 2. If you so admit, provide complete details as to all 

transactions that your company engaged in as part of this activity, including the 
dates for all transactions, prices and volumes, and corresponding schedules. Also, 
provide all documents that refer or relate to the activity described immediately 
above. 

Not applicable. 
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I. J. 1. Admit or Deny: The company engaged in activity 
described in the Enron memoranda as “Scheduling Energy to collect Congestion 
Charge IT’ during the period 2000-2001, in which the company; (i) schedules a 
counterflow even though it does not have any available generation; (ii) in real 
time, the Cal ISO charges the company for each MW that it was short; and (iii) 
the company collects a congestion payment associated with the countmflow 
schedul^. This activity is profitable whenever the congestion payment is greater 
than the charge associated with the energy that was not delivered. 

Denied. 


I. J. 2. Ifyou so admit, provide complete details as to all 
transactions that your company engs^ed in as part of this activity, including the 
dates for all transactions, corresponding schedules, prices and volumes, and 
congestion payments received. Also, provide all documents that refer or relate to 
the activity described immediately above. 

Not applicable. 
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I. K. 1 Admit or Deny; The company engaged in any activity 
during the period 2000-2001 that is a variant of any of the above-described 
activities or that is a variant of, or uses the activities known as, “inc-tag load” or 
“relieving congestion,” as described above. 

This request is so vague and far-reaching that it cannot be answered without 
Portland General speculating as to what it covers. Many trading products and services 
legitimately involve activities such as relieving congestion {e.g., “circulation” 
transactions, requested of Portland General by the Cal ISO), providing control area 
services to marketers that they cannot provide themselves (e.g., “parking and lending”), 
or bidding practices (e.g., “incremental” and “decremental” bidding) that are necessitated 
by the California maricet design. However, if the intent of the Commission is to inquire 
into trading activities that involve knowingly submitting &lse load or delivery schedules, 
misrepresenting non-firm commitments as firm, causing artificial congestion, or 
receiving congestion payments without actually relieving congestion, then Portland 
General denies that it engaged in any such activity. 

Although Portland General denies engaging in the strategies described in the 
Enron memoranda, or variants thereof, as a result of its investigation (and after reviewing 
and reaching what it believes is a basic understanding of the general nature of the 
strategies described in the memoranda), the company discovered that services it provided 
may have been used by third parties, such as an Enron Corp subsidiary (“Enron”), as a 
step toward execution of some of those strategies. For example, Portland General 
^culates that it could have been used by Enron to provide one of the steps leading into 
the I.C.I. strategy, although it had no knowledge of such possibility until the 
investigation. See Response to Question HUB. Further, after gaining an understanding of 
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the strategies set forth in the memoranda, it is conceivable that other services provided by 
Portland General, such as its “Park and Lend” service, may have resulted in Portland 
General being used as an intermediary in partial execution of one or mote of the . 
strategies. Information describing “Park and Lend” is provided in Attachment I.K.I. 


1. K. 2. If you so admit, provide a narrative description of each 

specific time in which the company engaged in such activity and provide 
complete details of fiiose transactions, including the dates of the transactions, 
counterparties, prices and volumes bought or sold, corresponding schedules, and 
any congestion payments received. Also, provide all documents that refer to or 
relate to such activities. 

Not applicable. 
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n. Requests for Production of Documents 

A. Provide copies of all communications or correspondence, including e-mail 

messages, instant messages, or telephone logs, between your company and 
any other company (including your affiliates or subsidiaries) with respect 
to all of the trading strategies iiscussed in the Enron memoranda (both the 
ten “representative trading strategies” as well as “inc-ing load” and 
“relieving congestion”). This request encompasses all transactions 
conducted as part of suA trading strategies engaged in by your compariy 
and the other company in the U.S. portion of the WSCC during the period 
2000 - 2001 . 


Portland General Response: 

To the best of Portland General’s knowledge and belief after thorough 
investigation (see Addendum A), it is providing all material that it has identified as 
responsive to the request in Attachment n.A. Also see the material attached in response 
to Question ni.B. 
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B. Provide copies of all material, including, but not limited to. opinion letters, 
memoranda, communications (including e-mails and telephone logs), or 
reports, that address or discuss your company’s knowledge o{, awareness 
of, understanding of; or employment or use of any of the trading strategies 
discussed in the Enron memoranda, or similar trading strategies, in the 
U.S. portion of the WSCC during the period 2000-2001. The scope of this 
request encompasses all material that address or discuss your company’s 
knowledge or awareness of other companies’ use of the trading strategies 
discussed in the Enron memoranda, or similar trading strategies, including, 
but not limited to; (i) offers by such other companies to join in 
transactions related to such trading strategies, regardless of whether such 
offers were declined or accepted; and (ii) possible responses by your 
companies to other companies’ use of sui^ trading strategies. To the 
extent that you wish to make a claim of privil^e with respect to any 
responsive material, please provide an index of each of those materials, 
which includes the date of each individual document, its title, its 
recipient(s) and its sender(s), a summary of the contents of the document, 
and the basis of the claim of privilege. 


Portland General Response: 

To the best of Portland General’s knowledge and belief after thorough 
investigation (see Addendum A), it is providing all material it has identified as responsive 
to the request in Attachment II.B. Also see the material attached in response to Questioa 
ra.B. 

Based on its investigation Portland General believes that various individuals in its 
organization had some level of awareness of certain of the trading strategies (or variants 
thereof) discussed in the Enron memoranda. The level of awareness is generic, possibly 
gained at an industry seminar or through a consultant’s event report that may have been 
circulated on the internet or even through the ISO’s public discussions of known 
interpretations or uses of its tariffs. In some instances (e.g., “ricochet”), the term had 
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general industry connotations. "Ricochef' has been used generically in the industry as a 
description for certain transmission paths and also in reference to the development of a 
potential NYMEX product. The generic knowledge of these terms by Portland General 
employees did not rise to the level of specificity that enabled them to define the strategies 
in detail or identify particular companies engaging in these strategies, other than as 
spedficaUy reported herein. In its internal investigation, Portland General did not 
uncover instances or recollections where the company, itself, had engaged in or 
knowingly aided these strategies, except, a gain, as specifically reported herein. 
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TIT. Requests for Other Informatioii 

A. On page 2 of the December 8, 2000, Enron memoranda, the authors allege 
that traders have learned to b^d in under-scheduling of energy into their 
models and forecasts. State v^ether your company built under-scheduling 
into any of its models or forecasts during the period 2000-2001, and 
provide a narrative description of such activity. Provide copies of all such 
models or forecasts prepared by or relied on by your company during the 
period 2000-2001 that W under-scheduling built into th^. 


Portland General Response: 

Portland General did not formally model vdiat appears to have been a deliberate 
underscheduling of load by some or all of the Cahfbrnia investor owned utihties. Expert 
traders did, however, take into consideration this well-known underscheduhng in 
determining their daily bids. 
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B. Refer to the discussion of the trading strategy described as “Ricochet” in 
the Enron memoranda. State whether your company purchased energy 
ftom, or sold energy to, any Enron company, including Portland General 
Electric Company, as part of a “Ricochet” (or megawatt laundering) 
transaction during the period 2000-2001 . Provide complete details as to 
such transactions, including the dates of the transactions; the names, titles 
and telephone numbers of the traders at your company wdio engaged in 
such transactions; the prices at which your company bought and sold such 
energy (on a per transaction basis); the volumes bought and sold (on a per 
transaction basis); delivery points; and all corresponding schedules. 


Portland General Response: 

Portland General has discovered 17 days during the April- June 2000 timefiame in 
which it was used as an intermediary in transactions that commenced with an Enron 
purchase &om a California entity. Although these transactions do not fit the precise 
definition of a ricochet transaction, they appear similar. The exact counter party fiom 
which Enron took receipt in these transactions is unknown in most instances. The power 
was then sold by Enron to an independent third party, who resold the power to Portland 
General. Portland Getwral then further resold the power to Enron. Enron took the energy 
south. Attachment lU.B. provides a summary of the details of these transactions, 
prepared by Portland General on May 21, 2001. Attachment Ill.B. also Includes the 
accounting logs for these transactions. Information discovered by Portland General since 
May 8, 2002, followed up with a review of trading floor telephone tapes for the 
transactions in question (see transcriptions of these conversations in Attachment 11I£.), 
indicate that the service provided by Portlai^ General during these days may have been 
used by Etrron as one step of the strategy described in I.C. 1 . 
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ilidc. Kato, tbBidecomiBerdalpDipoKofibetramctiiaistoafbnlEFMlfiiBiaMUtyto 
'scSiedide* wifli tlie CaUibniia Inilqiendent Syitaa Opeasu (*150*) die 400MW of power £ar 
traumisDon fican Sonth (CaUfoniia) to Noidi (CX}B) oa die Inlenie eedi day or wbeaever it 
wiidieitodoia, cvcnduagliitdoeaiiot, at ftp time of andtriiednlmg. haw eifliet a contract 
to acQ die power to a tbfad pidy or. at die time of the adsduBng, any laeaeat intesdca to 
eater into fodi a candact EPW cannot ichednle die power widioot poviding die ideatby of 
the mnce and aink. The idednling would be done smply to leaerre die neceaaaiy 
tr anmi iai nn eqiad^ wididiegO, aoMy oBa*iioa-finn* arintena p tiblebaaia(dMtia, ifdm 
ISOneedathetranaadadDncapidlyforamaniiiipaitanlar 'dnn* tranaacdon, it can *iiiiii 9 ' 
EPM from ds achednk at ai^ tfane) in caae EFMI weie to find an oppadnni^ to eater into a 
davoalde tranaacdon, alduaqh, aa dated, it woold have no actnal hdeadon dcdng 10 at the 
dme of die achedaling. 

Ihe BO ia an otyanizatian in Califinnia diarged widi tchedaiing an of d» power flowa 
aooadietnnutmaainniyitemforeaehhoarofeadidayniCafifciniia. The ISO hai a tariff 
oat file widi die Federal Energy Rqinlataiy Coamuiaiini fliERC^ adnrii ptoridea fix tbs 
pricta and tenna under which pardea can acqche and iiaave tranamiaaioa oa the ayitem (nSO I 
Thiifln and EERC baa eadnahejnriafflcthin over ril*whoieaale* power ttanaanticwa in the 
Unted Statei. A adiolesriettanactianii between two pndea neither of whan if the end nier 
ofdcpower. ‘Retail* tramicliinn ate ariiere one of Ihepaitiea actaaBy comomca die power 
fi.e., to keep dw liibti on or nm nuddneiy) and are iqniated excbiively by die itato FOCa. 

Eariy in the aoming of each day, an of toe certificated ’tohednlbigc o oi dhiato ca' in 
Califbnna Onchitoiig EPMI) nnutproride their ichednhafior paws ttanacdona and fiowi to 
toe ISO toe next day aodiat the ISO can ^balance* die mniiniwion ayrtem. Tldaii 
necctaaxy becanae, doe to the {diyaleal pcopetdea of etectrichy and power Unea, if there ia an 

imtMtaiWT* tix wi -n ihr nf j^lt intn thf «y«<»«" *y dr 

amount of power taken oat of the ayatem by end naeta,dnayito>>tviR 'cnah,* mnch Bke oar 

miinHitni hut widi even more annoying reanlta. The ISO* i Job fa to make inrc daa doei’t 
happen atode treadng lU oaeia of the lyatem fiddy and cqoally wldi reject to pdort^ of their 
dimacrtfim, The ISO moat balina toe tyncm by obtahdog other power or redoctiani in 
power lupot ban die ayitem (cr in aome caaet, ledaaicm in power taken out of toe ^toEin) 
and dda power ia known aa ’ancinaiy Bcvicea. * 

AlpowertobepatintodieiyateBiinCafifanna, B icqnhedtobe ’idd* dmngiidto 
Califbrmt Power BirhangB(*lg*),whithbaaicaniy acta w a market ctearinghmiK! to aetdw 
prices and availabiU^ of power hi' Caiilntnia, except for certain anrillaty aerrices wbkh dm 
ISO can ac^pdm diiec^y frian any par^ having diein avafiaUe for tale. Jut Ske the ISO, 
emiy in dm motmng of each d|y, aS pixdea who hive power to idl into d» ^alnn mnt *bal* 
the power into the FZ, ihowiiigtiiBamoanls,hcnnairipticef atwhichd^arewfilingto 
telL Tie BO tdlt die FX how mnch power win be needed and for what l»ins,bamdt|Kn 
*day theui* sdic&ilei filed by ibe ^ ■ j mpiTTiLM tfw^ ud tiie PX lefeett tbe yt itv Tt 
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to provide tbe power based 8°>^ ^ I 

for eveiTonB for a patlcalar imr it the higheit pncs ibtt tbe PX leadiea in Older to aadafy the 
demmal). (Xh&iiihqpIifiedtDaGamidetahledQieeforosirpuipoKS.) Wlthieipectto 
aadllatytcryfaa however, parlictilarfy for larj^nrgeiittnaiwrtlnni.aePXaimtiaed and 
foe ISO. rnaat pt^ adiatever die matiet imgr he ia Older to pzeaerve die bahmce of foe ayatan. 

Power ttmiactiiaia. however, are ccnatandy dianf^ due toweatfaer eon^mn mt 
many aber foctoia; dienfoie, kiaoeceaiaiy&rttelSOtoconatasttya^iiatibKhediileiaa 
each day and hoar qtpicMdi. TheKhednSiccoardiaatDnaRjeqDiiedtoiqtdatefliBir 
achednlea to leflect changei hi foeii tnancdooi and dut oAen tain place in foe *faDiir ahead* 

tnneftane, aince the Utajyaltiiaato demand In a paidenlar hoar camiot finally be tnvmnnfn 
veqpcloieUdieiBaldiiiedieteofl Ihna, in aQrtiii]aaction.EFMItai]l file an liom ahead* 

idinliitem1eiafaigflienfiii-tTtTn tranmi««lnq r<|»r4iy ttpTTwtiwidy 

moying aonth to noifo over the Intertie when it filea its Khsdnle for the hour paccedfaig die 
hour wliea that ttanaacdoD odienriae amdd have b^nn. 

'Whenever thia h^pos, there la ereattd as hchaiaiiCB in the patent hecaiisB foe ISO 
waa planiihig for thia dOOhlW tohelqnitnitniliBtyatematdataoiiiceCa oi n ewlKtte in 
(^lifomhj) and to he talcea out (rf ds ayatea at COB hy foe aink, AfBI^ and had arranged to 
balance foe ayatem accm^ngty. When a ndadvelyiniaQamoantofpawcxia involved, it ia 
eaqr for the ISO to obtaJn the andllazy aervieea neeaaaiy to inaaage dda hnbdance; 

However, if a very latgeamoimt la invtdved, ndiaaoordOOldW, hit mote (fifficolt for ^ 
ISO to obtain foe ancSlaiy aervlcea, eqtedaDy at timea of peak naage, hecanae aS of the 
yjBiaum an already cannniited and nnming foil tilt and foen ia very Htde time in which to 
act At nch thaea, bin of inpply and demand opeaU to pye a patty foat hat power 

available a piesninm price EFMI phma to have power availaUe to trite adyiia^ of fob 
oppattanily which it vnU, ineSect, toaomed^teehavecrealEill The resilt will he that foe 
nidmate partiet bnyfog power ia Callfonda to balance their ayrizou tad icrye foeir end naen 
(foe ntiliilea) wSl pqr the ISO more for ndi power foan fo^ ofoetwfae mi^ bne done bad 
the 40QMW not been achednled and wifodnvn. 

EPMI and Affiliate bdieve foil anangemeat, while a dmittrd ly mnanal, ia lawfal tmder 
foe ISO Tkcitrbecaaae foe ISO Tatift qiparezriy 0 wiB he locidog It foia> doa not requite a 
bansudan to have been ihreiriy entei^ into u a pietcqoiaitD for haying yonr nfoednling 
cocnfoiator achednb foe amount of power for foe tranuefom on a nm-finn or httem^tiblo 
haab, wUriibiiietqteaaivetecaiiaeitcanfiedyhe hmqied. Thia,EPMIheIieveaitta 
acceptable tnrier foe £50 ThiiS to achednle tnWinioa for power foat yon know yoQ are 
imlikBly to need, or even that yon know yen will not need. 

EFMI beSevea fob lepieaenti a window of oppoemni^ or locphole* in foe design of . 
foe new conqietitiye maike^^ace in Califonm which can be et^ogted to make a profit when 
foe ISO bn to 'nsamhb* at foe lari nfomte to obtain andllaty Krvicea neceiiaiy to haianee 
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tesy)temTriiendu400MWiio(ihfinaK]]cdsletawitiidiaffaittfaelut]iiiin]le. Beamedia 
midu ia sew tod dcvdc^iog, variou pntiei have been aUe to e;]qdoit odier lachlocphtdes 
and make laige piofht u a result, but, iosote ai VR ne sme, woe of those tnoadiaa bu 
involved a ccmmct cr agteeman between two parties (or affiBnet) but only a lingie pst7 
■gaming* da sj^atemb;, say, fheway hiwiiichit atznctnies itsUds firrpowertothBlX. 

Maiqr cf dose patties, paitictibiijr die utiUtfea n very large gesHatoo, have infatmatkm 
tmawdlaUs to the rest of the nse&et that enable diesi, in ERdr a view, to manpdatB the 
process to varying degrees dist wDold net wodh if da market wcR My iafinnsed. 

The regpoaae to £(rtd the enddesa charged widi making dnsnunkEtwodt- da IK, die 
TSn and «eveial market rnniefllMre nr enmpliitneg fnirmittnea - bu largely been tOCOasliact 
ijveitigations indmake rqioctt to tfaeCaBfonnaregalattay anrtmritiet and FERC and then to 
file a revised ISO Tlniffiedmg to dose dm loqdioles and make dm nasketntae efllc i mJ . 
EPMI fiidsdiatifdiltialikdytabedisQaiyFe^Msaetod]apiupcudtnnsaciiag,tetit 
vranld be fiadish not to erqiloit the toapbrde to make a profit fixr its ibtreholdecs niidl the 
loophole is dosed. Eowe^ifEPMlQr AfBfistecouldbetsposedtoiDbnsiUdaniagBSor 
fines or other pensitiei, whether amdiisl or crvO, then it wOlaot enter into the ptopoaed 
transaction. AfBBsteliii askedns tnidvlse itantUs qneatkn andtdiedier itahaaldqiee to 
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04 / 15 - 

PGE; 

Enron; 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 


Transcripts of Portland Scheduling Calls 
04/15/00 

I CuniTnitteti on Goveriunental Affairs 

^^EXHIBIT_#A-47_ 

Portland, tins is Ken. 

Hey Ken, John Forney at Enron. 

Yeah. 

I just talked to Judy a little while ago. 

Yeah, I am here. 

Hi ya Judy. It looks like we are going to take those 24 megawatts out of 
the ISO and sell that to and go to Portland General, it's going to Water 
Power, then to Portland General, and then I am using my transmission to 
go from John Day to Malin. 

Okay. 

And Tve talked to Water Power, and I’ve talked to Portland General 
Transmission, and you, and now I am going to call LA transmission 
because we are passing it off to them at Malin. And it's 24 megawatts for 
hour 12. And I may go to hour 13 as well but I will advise. 

Okay, sounds good. 

Okay. Thanks Judy. 

Okay. Bye-bye. 
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04/15- 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

WWP: 

PGE; 

WWP: 


PGE: 

WWP: 

PGE: 

WWP: 

PGE; 


WWP: 


TraBscripts of Portland Scheduling Calls 
04/15/00 


10:26 


Portland. HiisisJudy. 

Yo, Judy this is Ron, 

Hi Ron. 

Howdy. Yeah, evidently, what he's going to do is bring it up. And I 
bought the transmission from Portland to get it to John Day. And John 
Day is where I sell it back to you? 

Sell it to Portland? 

Yeah. 

Oh, I didn't know I was buying anything, because nobody has said 
anything to me about prices or anything. 

Okay, what it is . . . 

My understanding was it was strictly a transmission transaction. 

Maybe you better talk to Enron because he said that Pm sleeving it just 
because you can't buy it. They can't sell it to you. And I don't know what 
the deal is cause 1 told him well, (expletive], I don't have transmission if I 
have to buy the transmission then I gotta go buy it for 16 sell it for 19. 

And 1 don't know if you really want to do that. 

Yeah, I don't know that I want to be in the middle of that. 

Why don't you call him? I was talking with Enron and Pm not really 
familiar with this, they said they only did it on a prescheduled basis. Well, 
that's a lot easier . . , 

Well, preschedule is one thing. Real-time is a pain in the butt. 

It’s getting that way real fast. 24 megawatts, like, I really don't give a rip. 

I'll have to call him back because it sounds like this is something he 
wanted to do ail day and I thought if he wants to just buy transmission to 
do something ... that's fine. 1 don't care. I wouldn't even see it. But, if we 
have got to go through setting up a bunch of hokey accounts and horse it 
around. 

Yeah, I’m not really sure where the hell to put this. You know, do I put it 
in a memo account or does Bonneville have to know about it? 1 don't 
know. Anyway, I've been talking with Robert on your transmission and 
John from Enron and I don't know where to put the numbers. 
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PGE: 

WW?: 

PGE: 


Transcripts of Portland Schedniing Calls 
04/15/00 

Let me call you back. 

Thanks, Judy. 

Okay. Bye. 
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04/15 - 10:28 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 
PGE: ' 

PGE-Trans: 


PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 


Transcripts of Portland Scheduling Calls 
04/15/00 


Portland, this is Robert. 

Yeah, Robert, this is Judy. 

You’re patient on the phone! You had nobody else to talk to anyway. So 
what is this deal now? Do you know about this bogus deal? 

Well, 1 thought they were j ust buying some transmission and it was 
something I would never see. And all of a sudden, somebody says I’m 
buying and selling energy and that wasn't my intent. 

Did you talk to Enron about this? 

1 haven't called them back. No. I wanted to talk to you guys ... see what 
your understanding was. 

Well, see, what they told us . . . what they’re trying to do, is because of the 
FERC requirements where they can’t sell directly to us, they’ve got power 
that they’re bringing up from the ISO and then they are going to sell it to 
Water Power at the border. And then Water Power is going to sell it to us 
or drop it off . . . give it to us at John Day . . . using our transmission. So, 
its coming into our system at John Day. Okay? And then, we’re going to 
turn around and sell it to Los Angeles. 

We are? 

That’s what we're supposed to do. 

Hey, I don’t have DC transmission to sell it back to Los Angeles. 

Well, you know I don’t if it was supposed to go on the DC. Tm assuming 
that that was supposed to go down on the AC. Okay? 

Well now, if they’re sending it back on the AC, I don't have AC 
transmission to send anything back. 

Okay, but see, the way we're doing the curtailment is you actually do 
have ... we do have transmission you can use assuming that the ISO 
they’ll take it south. If they’ll take your schedule it will flow. 

Well, why don’t they just buy it from you? Why do they have to go 
through me? I don’t know why I have to be involved. 

Well, because I think the thing is that we’re selling it out of our system. 
The power is coming out of us. And when we did this thing last time ... I 
don't know ... is Chris with you? The big Chris? 
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Transcripts of Portland Schednllng Calls 
04/15/00 

PGE: Uh, he's not here right now. 

PGE-Trans: Okay, I don't know which one of the other marketers is the one that did 

this thing because they’ve done this like once before. 

PGE: Well, somebody said it was done preschedule. Nobody's done it real-time. 

PGE-Trans: Oh, Okay. Yeah, because I haven't done this thing either. And the Water 
Power guy wasn't sure what he was doing either. So all I am saying is at 
this point in time if you're not comfortable doing this thing, I guess we 
won't do it. Until they can tell us exactly how this thing is supposed to go. 

PGE: Yeah, I'm not real comfortable with it. 1 don't know how I'm supposed to 

show all this stuff. 

PGE-Trans; I mean, I suppose, unless your boss knows or somebody else there knows 
works with you guys on how they do this thing. But otherwise you're just 
poking around in the dark on this. 

PGE; Yeah, I thought they were just buying transmission . . . 

PGE-Trans; Yeah, well, like I said for all parties concerned so far it doesn't, it’s not 
one of these . . . 

PGE: ... to sell to Water Power and for Water Power to sell to LA. 

PGE-Trans: Whether we can't support it, we cant do it, 1 guess. 

PGE: No, 

PGE-Trans; Okay, 'Cause I haven't called anything in. I mean. Water Power, he 
wasn’t sure what he was doing. 

PGE: Well, I'm going to call 'em upstairs and talk to them. 

PGE-Trans: All right. 

PGE; Okay. Bye. 

Next Call: 

FGE(in background); fm calling Enron. 

Enron: Enron. Stan speaking. 

PGE: This is Judy downstairs at PGE. 

Enron: Yeah. 
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PGE; 

Enron: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Eiuon: 

PGE: 

Enron: 

PGE: 


Transcripts of Porttand Scbednling Calls 
04/15/00 

I wanted to talk to somebody about this thing with LA and the ISO. 

Actually, my buddy John Fomey has been putting that together. Let me 
let you speak with him. Hold on one moment. 

This is John. 

Yeah John, this is Judy at PGE. About this deal with Water Power and 
stuff, nobody seems to know how to put this together. 

Okay. Bill Casey put this deal together and he may be of some assistance. 
I don't know if uh ... 

Of course he's not here today. 

Right. I don't think, you know when Water Power was involved on a 
prescheduled basis that we had to worry about them buying a wheel fiom 
Portland transmission but just in the interest of smoothing things out I told 
Ron at Water Power I would reimburse him for that wheel. 

Well, you know, I don't have any idea how this is supposed to work. This 
is something normally preschedulers set up and on real-time nobody that's 
here knows what's going on. Everybody's just scratching our heads. 

Should I call Bill Casey or something? 'Cause I called well in advance to 
get this done. I was hoping we could get everything taken care of up 
front. 

Yeah, urn, 1 don't know what to do with it to tell you the truth. 

Should 1 call ... do you have the number of Bill Casey? 

Um, gosh where is his number? Nuts, they got all our boards down here 
because we're in the process of moving. Crap, and I’ve got other cuts and 
things that I gotta take care of. 

Still, I got it in there for the next few hours and I want to just go ahead and 


Yeah, I don't know how to show it. I’d rather not be bothered with it at 
this time when I've got so much other stuff to deal with. 

Yeah, if we get it in that first hour, though, it should all be taken care of. 

Bill's number; [redacted]. 

Okay. Let me give him a call. 

Okay. 
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Enron: 

PGE: 


Transcripts of Portland Schedaling Calls 
04/15/00 


Thank you. Bye, 
Bye. 
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4/15-10:48 

PGE: 

WWP; 

PGE; 

WWP; 

PGE; 

WWP; 

PGE; 

WWP; 

PGE; 

WWT; 

PGE; 

WWP; 

PGE; 

WWP; 

PGE; 

WWP: 

PGE: 

WWP: 

PGE: 


Transcripts of Portland Scheduling Calls 
04/15/00 


Portland. This is Judy. 

Yo, Judy, this is Ron. 

Hi Ron. 

Did you talk with Enron? 

Yes, and 1 told them that I'd rather not be involved in it and he said he was 
going to call my boss. 

Oh, [expletive]! 

So that's where it's sitting. I gave him Bill’s home number. 

Well, I don't know. I'm not quite sure what to do here. 

I don't know what Bill is going to tell him but he hasn't called back and 
gosh, and it’s been . . . it’s been a little bit since I talked to him. 

Okay. Well, I guess, I had talked to Roger who said that if I could get it 
up to Malin, I mean up to John Day and could sell it to you at John Day, I 
think I could do that in a memo account. But, yeah, I would just kinda be 
a marketer in the deal. 

We would both be marketers. 

Yeah, well I guess so. Yeah, because you would just turn it around and 
sell it to somebody else. You don't want it. 

If he's got it at COB, why doesn't he just sell it to LA at COB? 

That ... and the whole thing it just seemed kinda bogus because the guy 
from LA called and he wanted to sell at Malin and so I can't picture him 
wanting to buy ... 1 don't know what's going on but maybe I better go find 
out. 

Yeah. 

Okay. 

Okay. 

All right Judy. Bye. 

Bye. 
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4/15-10:53 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 


Transcripts of Portland SchednUng Calls 
04/15/00 


Portland. This is Judy. 

Hey Judy. John Fomey at Enron a^n. 
Yes John. 

Did Bill pve you a call? 

No. 


I talked to Bill and he said that the confusion should be taken care because 
we are making a sale to you. Pm selling to Water Power and Water Power 
is selling to Portland at Malin. So, Water Power shouldn't have to buy 
transmission from Portland General. 

But then what is Portland doing with it? 

Portland is taking it up to their system and then Pm buying . . . using my 
wheel from John Day to Malin, and then we are passing it off to LA 
transmission. 

Oh. How come he didn't just sell to LA at Malin? 

Because 1 have to have a northwest utility to take it south. And Ron with 
Water Power tells me that he can't ... he doesn't have the transmission to 
get it to LA. He's just a PSC. Because I can't sell directly to Portland 
General. Does that make any sense? 

Yeah. Pm still not sure how this has to be shown or whether we have 
accounts for it. 

We did it last week, I was trying to get all the confusion out of the way a 
couple of hours ago because Pm going to be doing it again for 13. 

Oh boy. 

Hopefully, this helps some. I talked to Bill. I don't know whether he was 
at a bail game or what. But he was saying also that you gays need to post 
some capacity or something on the bulletin board. 

Holdonjustarrrinute. Oh, Bill's on the other line. Let me talk to him. 

Very good. 

Okay. 

Bye. 
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Next Call: 

PGE: 

PGE2: 

PGE: 

PGE2; 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE; 

PGE2: 


Transcripts of Portland Scieduling Calls 
04/15/00 


Hello Bill? 

Hello Judy. 

What on earth is diis guy talking ribout? 

It’s just a buy/resell. You do a buy/resel! with Water Power and a 
buy/resell with Enron. 

I thought I wasn't supposed to sell to Enron. 

No, you can do buy/resell as long as it’s at market 

As long as what? 

As long as it’s at market-market price. So, index, index is maiket price. 
Oh. I have no idea how I’m supposed to show this. 

You buy from Water Power at COB from the ISO. 

From COB. 

So that you have a firm ISO/Water Power account. 

Would this be in the Water Power accounts or the ISO accounts? 

Either. 

Either. 

ISO interchange. Water Power, schedule group. 

Hold on just a minute. Okay, from ISO/Waler Power or from Water 
Ppwer/ISO? 

Its ISO/Waler Power. It’s an ISO interchange. 

Find ISO, let’s see if it wi II come up here, to ISO/Water Power, from 
ISO/W ater Power firm, that's not it 

That's the one. 

That is it, the firm? 

The firm ISO/Water Power. Its gotta be at COB, right? 
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PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE; 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 

PGE: 

PGE2: 


Transcripts of Portland Schedaling Calls 
04/15/00 


Yeah. 

Okay. So, you put it in there~you agree on a price with Water Power, 
Okay? 

Oh. Okay, so, I have to negotiate a price with Water Power. 

No you just set a price. You're going to be price neutral on this. So, for 
accounting purposes you just set a price so that when we try to check out, 
at the end of the month, all the dollars and megawatte match up. 

Okay, and then how do we show it on the other side? 

Ontheothersideit'son the "To BP A/Enron John Day," Okay? So, it’s 
BPA interchange or Enron schedule group . . . whichever one. 

Okay. Let me get the Enron schedule group up here. Okay. Pm looking 
for'ToBPA/Enron." 

PGE/John Day or something like that. It says JD right on it. 

To BPA, PGE, Enron, John Day. We’ve already got a bunch of stuff in 
here. 

So, in the details put it in the hour for the amount. And just put point 4, 
which is 40 cents. 

Okay, that was . . . what did you say, point 4? 

Yeah, 40 cents. Now this is for hour 1 3 I'm assuming. 

It was supposed to be in there for 12 also. He wants to do it all day. 

Well, is BPA gonna let you put it in for 12? 


PGE: I don't know. 

PGE2: Weil, then I wouldn't tell you could do it for 12 ifBPA won't put it in. 

Here, let me call you right back. 

PGE: Okay. 

PGE2: Thanks. 

PGE: Uhhuh. Bye. 

Next Call: 

PGE: Hello. 
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Transcripts of Portland SeiiedaUng Calls 
04/15/00 

Enron; Yes. 

PGE: Y eah, uh. Bill is going to be calling. We gotta find out if BPA will take 

the schedule for hour 12. But well put it in for 13, How many hours did 
you want it in? 

Enron: It will probably be going every hour until further. 

PGE: Okay, so you’ll be calling me every hour? 

Enron: Yes ma'am. I will. 

PGE: Okay, I'll go ahead and get it in for hour 13. Bill's either going to be 

calling you or calling BPA. He didn't say. 

Enron: Okay. All right. Well, hopefully, we can get it for 12 because I already 

have it in place. 

PGE: Okay. 

Enron: Thank you, Judy. 

PGE: Okay. Bye. 
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Transcripts of Portland Schednling Calls 
04/15/00 


4/15-11:03 


BPA: 

BPA transmission. This is Vicky. May I help yon? 

PGE: 

Yeah, Vicky, this is Judy at Portland. 

BPA: 

Hi Judy. 

PGE; 

We have an account BPA-Enron for Portland to John Day. 740768 is Ihe 
account number. 

BPA: 

740768 is your Portland - John Day? 

POE: 

Yes. Okay, that account for hour 13 is increasing by 24. I think you had 
82 in there it goes to a 1 06. Now we'd like to increase that to 1 06 for hour 
12 also. Will that work? 

BPA: 

Hang on just a second. Okay, it’s done. 

PGE: 

Okay. That’s it for now. 

BPA: 

Okay. 

PGE: 

Thank you. 

BPA; 

Thank you. 

PGE; 

Bye-bye. 

Next Call: 


PGE: 

Hi Robert. 

PGE-Trans: 

Hey, what did you ever decide on this? 

PGE: 

Jeez, what a mess! What a pain in the rear. I guess we're going to do it 
and what it amounts to is we have an account that goes BPA-Enron- 
Portland to John Day that is 82MW and that will increase to 1 06. 

PGE-Trans; 

Okay, now did we do that for this hour? 

PGE; 

Hour 12 and 13. rveputl2in. I ha\’en't put 1 3 in yet. 

PGE-Trans: 

Okay, so what was the actual change then? Total? 

PGE: 

Total change is 24MW. 

PGE-Trans: 

So, now its 24 coming to us? 
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Transcripte of Portlaad Scheduling Calls 
04/15/00 

PGE: Uh, going out. 

PGE-Trans: Going out. 

PGE: Yes. 

PGE-Trans: And it’s going to be the same thing for 13? 

PGE: Yes. 

PGE-Trans: So, basically, I can see we're off by that hour, 24. 

PGE: Yeah. 

PGE-Trans: So if would be from us to ... who’s it going to? 

PGE: Well, it’s going to the ISO ... er, excuse me, it's going to LA. 

PGE-Trans: PGE to LADWP, 24. 

PGE: Right. 

PGE-Trans: Okay. 

PGE: Okay. 

PGE-Trans: All right. 

PGE; Thanks. Bye. 

PGE-Trans: Bye. 

(Next call involves separate transaction) 
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Transcripts of Portland Scbednling Calls 
04/15/00 

04/15/00-13:06 

PGE-Trans: Portland, this is Robert. 

PGE: Robert, this is Judy. Okay, hour 15,1 want to be sure we've got everything 

inhere. 

PGE-Trans: Okay. 

(Discussion of separate transaction) 

PGE: Okay, got that. Uh, and then the 24's with Water Power and Enron are in. 

PGE-Trans: Okay, I got that. 

PGE: Okay, good you've got everything you need then. 

PGE-Trans: Okay. 

PGE: Okay. Thanks. 

PGE-Trans: Uh-huh. 

PGE: Bye. 

(Next three calls involve separate transaction) 
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Transcripts of Portland Schedniing Calls 
04/15/00 


04/15/00 

-14:05 

PGE: 

Portland, Oils is Judy. 

Enron: 

Hey Judy, John Forney at Enron. 

PGE: 

Yes. 

Enron; 

Hey, just calling about our pet 24 megawatt project here? 

PGE; 

ram-hmm. 

Enron: 

The same thing for next hour is going to Water Power. 

PGE: 

Okay ... 

Enron: 

Out of Malin. 

PGE: 

Okay. Repeat? 

Enron: 

Repeat. 

PGE; 

Okay, we'll do it. 

Enron; 

Thank you. 

PGE: 

Bye-bye. 
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Transcript of Portland Schednling Calls 
04/15/00 

04/15/00-14:27 

PGE: Portland, this is Judy. 

PGE-Tians: Hi, this is Robert! 

PGE: Hi Robert! 

(Discussion of separate transaction) 

PGE-Trans: We're not doing that 24 thing? 

PGE: Oh, oh, oh, yes we are. 

PGE-Trans: Oh, we are? 

PGE: We are. I'm sorry. We are doing the 24 thing. 

PGE-Trans: 24 thing again? 

PGE: Yeah. 

PGE-Trans: Okay. 

PGE: Thank you. 

PGE-Trans: Okay. 

PGE: Bye. 

PGE-Trans: Bye. 

(Next call involves separate transaction) 
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04/15/00 

PGE; 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 


Transcripts of Portland Scheduling Calls 
04/15/00 


15:06 

Portland, this is Judy. 

Hey Judy, John Fomey-Enron. 

Yes, John! 

Did I tell you that hour 17 was a go for our 24 megawatt schedule? 
No. 


Okay. 

Okay, we’ll put it in. 
Thank you very much, 
mm-hmm. 


Bye. 

Bye. 
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Transcripts of Portland Scheduling Calls 
04/15/00 

04/15/00-15:37 

PGE: Portland, this is Judy. 

PGE-Trans: Hi Judy, are we doing the 24s again for 17? 

PGE: Yes, we are. 

PGE-Trans: We are? 

PGE: 24 for hour 17. I haven't heard on hour 18, but the 150 with the CPX is 

going to zero for hour 18. 

PGE-Trans: Also. 

PGE: Unun-hmm. 

PGE-Trans: Let's see. Okay, that's not in yet. Okay, I got it for 1 7. Okay, so we're 
doing the 24 again for 17 then? 

PGE: Right 

PGE-Trans: Okay. 

PGE: Thank you. 

PGE-Trans: All right. 

PGE; Bye. 

PGE-Trans: Bye. 

(Next call involves separate transaction) 
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Transcripts of Portland Schednllng Calls 
04/15/00 

04/15/00-15:49 

PGE: Portland, this is Judy. 

Enron: Hey Judy, John Forney again. 

PGE: Yes sir. 

Enroa: I just wanted to check with you and tell you hour 1 8 is repeat 24 megawatt 

schedule, going to Water Power, 

PGE: Okay, well put it in. 

Eiuon: Thank you. 

PGE: Umm-hnmi. 

Enron; Bye. 

PGE: Bye-bye. 
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04/15/00-16:24 


Transcripts of Portland Scheduling Calls 
04/15/00 


(First call forwarded to aiMther party) 
PGE: This is Judy. 

PGE-Trans; This is Robert. 


PGE: Hi Robert. 


(Discussion of separate transaction) 

PGE: We've got the 24s in again. 

PGE-Trans; 24s again? 

PGE: Unun-hnun. 


PGE-Trans: Okay. 

PGE: And let's see . . . and that's it. 


PGE-Trans: Okay. 
PGE: Okay. 

PGE-Trans: Bye-bye. 
PGE: Thanks. 


PGE-Trans: Bye. 

PGE: Bye. 

(Next call involves separate transaction) 
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Transcripts of Portiand ScMnling CaUs 
04/15/00 


04/15/00- 

17:16 

PGE: 

Portland, this is Judy. 

Enron; 

Okay Judy, John Forney at Enron. 

PGE: 

Yes sir. 

Enron; 

Hey I just gonna call to tell ya for hour 19. 

PGE; 

Umm-hmm. 

Enron; 

WeVe got a repeat. 

PGE; 

Okay. 

Enron: 

24 megawatts going out of the ISO at Malin going to Water Power and 
then to you. 

PGE; 

Okay. I'll put it in. 

Enron: 

Great. 

PGE: 

Thank you. 

Enron: 

Thank you. 

PGE: 

Bye-bye. 
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04/1S/00 


04/15/00 -17i20 

PGE: 

Portland, this is Judy. 

PGE-Trans: 

Hi Judy, this is Robert 

PGE: 

Hi Robert. You must have seen me put that 24 in? 

PGE-Trans: 

No, I have not seen that on the screen. What? We'ie doing the 24s again? 

PGE: 

Right 

PGE-Trans: 

Correct 

PGE; 

Umm-hmm. 

PGE-Trans: 

And that’s it. 

PGE; 

Yeah, no change on the AC. 

PGE-Trans: 

Okay, as far as no more PX stuff? 

PGE: 

Right 

PGE-Trans: 

Okay, so the 24 is again? 

PGE: 

Umm-hmm. 

PGE-Trans: 

Okay. 

PGE: 

Right 

PGE-Trans: 

Okay. 

PGE: 

Thank you. 

PGE-TraM: 

Umm-hmm. 

PGE: 

Bye-bye. 
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04/15/00-17:57 


Transcripts of Porfland Scheduling Calls 
04/15^00 


PGE: Portland, this is Judy. 

Enron; Hello Judy, this is Jeremy over at Enron. 

PGE: Yes. 

Enron: Can you please hold on for a second? 

PGE: Umm-himn. 

Enron: Hello? 

PGE: Yes. 

Enron: Judy, Pm sorry about that. Umm, we have 24 megawatts coming out at 

Mai in? 

PGE: Umm-hmm. 

Enron; And we're gonna use and buy resale from Washington Water Power to 
you, you're gonna pick it up at Malin. We’ve been doing this all day. 

PGE: This is just . . . this is a repeat. With 24 megawatts. 

Enron: Yeah, we're doing a repeat. And then it’s gonna be . . . we're gonna use our 

transmission from John Day to Malin to LA, 

POE; Umm-hmm. 

Enron; Got it? 

PGE: Umm-hmm. 

Enron; Thanks Judy. 

PGE: Umm-hmm. 

Enron: Bye. 

PGE: Bye. 
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Transcripte of Porflasd ScbeduUng CaBs 
04 / 15/00 

04 / 15 / 00 - 18:04 

(This file involves separate transaction) 
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04/15/00 

PGE: 

Enron: 

PGE: 

Enron; 

PGE; 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE; 

Enron; 

PGE: 

Enron: 

POE: 

Enron: 

PGE: 


Transcripts of Portland Schednling Calls 
04/15/00 


18:37 

Pm trying to call Enron here. 1-800. (phone ringing) 

Enron, this is Jeremy. 

Yes Jeremy, this is Judy at Portland General. 

How’s it going? 

Awful. You guys had a schedule where we were picking up energy from 
Water Power. 

CoiTBCt. 

And going to, let’s see, back to you guys at John Day. 

Yeah, and we're using our transmission from John Day back to Malin, 

Yeah. 

Now I've got that fat through 1900. I haven’t heard anything about 2000 
yet. 

I just called, you about 2000. I talked to Judy, honest to God about 40 
minutes ago. 

Oh, Okay. So it is in there for 20? We just lost a plant, so things have 
been a scramble here. 

Okay. I'm not worried about it. 

Okay, we'll put it in. Ill talk to ya later. 

Bye, 

Bye. 
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04/15/00-18:55 


Transcripts of Forfland Schednling CaBs 
04/15/00 


PGE: 

PGE-Ttans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trais; 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Hello? 

Hey home boy. 

Yeah. 

Need to have you help me straighten something out. 

Well now Judy's gone. You watched her leave right? 

Yeah, Fve already tried with her ... it didn’t work. 

Oh. 

We're off in two places with BP A fitr the hour we're going into. One is on 
the south for 24 megawatts. I think that's the San Diego thing that they 
screwed up. 

I don't think so. 

Oh, you don't think. 

Oh no, I think that might be the Enron thing? 

They didn't 4o the last hour as far as 1 know. 

They did. 

Oh, did they? 

Yeah, Judy called upstairs to Enron and they says, "oh yeah, it happens." 
So she made the change here. 

Ahh. Okay, well that would be that. Andthen we're off 18 on the north. 
18. 

And I don't know where the 1 8 would be. But yeah, nobody called me 
about the Enron thing, so I didn't make any changes. 

Yeah. Okay, well yeah, it did happen apparently. 

Okay. 

Okay, well any loose ends just give me a buzz we'll see what we can work 
out. 
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Transcripts of Portland Scbeduling Calls 
04/15/00 

PGE-Trans: Okay. Like I said, there's 1 8 on the north. So m take care of the 24 and 
see if you can find anything for fiie 1 8. 

PGE: Okay. Til keep looking then. 

PGE-Trans; Okay. 

PGE: Bye. 
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04/15/00 

PGE: 

Enron; 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron; 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron; 

PGE: 

Enron: 

PGE: 


Transcript! of Portland Scheduling Calls 
04/15/00 


19:00 

Portland, this is Terry. 

Terry, this is Jeremy over at Enron once again. 

Yeah. 

Tm calling because I just got off the phone with Felice over at well, you 
know how weVe ... using lA's transmission fiom Malin? And he's saying 
that BPA hasn't been seeing on schedule that you guys have been putting 
in since hour ending I?*. We have been talking to you hour by hour. 

Yeah. 

fm not sure if you guys haven't been notifying your transmission guys, or 
if they haven't been calling BPA? 

Yeah? I dont know what happened on Day's. 

Okay, well can you check that out with BPA. 

Yeah. Well it's 24 megawatts, ri^t? 

Yeah, it is. It's been going for a handful of hours. 

Right. 

Can you check on that and make sure everything is going all ri^t? 

Yeah, sure enough. 

fm not sure if you have to call them every hour and let them know. 

Oh yeah. Well, if you call me every hour, I call them every hour. 

Okay. Yeah, I don't know if Judy ... I think I was talking to Judy. 

Yeah, she was on. 

fm not sure if she was doing that or not. 

Yeah, Okay ... 

Would you mind straightening that out with ... 

Yeah, I'll try. Can you give me a good . . . you got a 4-digit number I can 
call you at instead of this long 1-800 number? 


29 


ni.B-115 



320 


Enron; 

Transcripts of Portland Scheduling Calls 
04/15/00 

You can call me at 3827, that's my personal line. 

PGE: 

Okay, 3827. 

Enron: 

Yeah. 

PGE: 

Okay Jeremy. 

Enron: 

Thank you. 

PGE: 

Thank you. 

Enron: 

Bye. 
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Transcripts of Portland Scheduling Calls 
04/15/00 


04/15/00-19:02 

(This file involves separate transaction) 
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04/15- 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 


19:57 


Transcripts of Portland Scheduling Calls 
04/1S/00 


Portland, this is Terry. 

Terry, this is Jeremy over at Enron. 

Hey. 

Once again, Fd like to do a 24. 

Okay, we'll do it. 

Hey, is everything cleared up with BPA now? 

Yeah, so far as I know. 

So you gave them a call? 

Yeah I called them, I called the transmission guys upstairs, too, so, in fact 
we had a conference cali. 

That's great. Thanks a lot for taking care of that, Terry. 

Yeah. You bet. 

Ail right. Bye. 

Bye. 
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Transcripts of Portland Scheduling Calls 
04/15/00 


04/15 - 20:05 

(This file involves separate transaction) 
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Transcripts of Portland Scheduling Calls 
04/15/00 

04/15/00 - 200549 

PGE-Trans: Portland, this is Floyd. 

PGE: Hey Floyd, this is Terry. 

PGE-Trans: Yeah. 

PGE: Hey you know that Enron schedule of 24 megawatts? 

PGE-Trans: Yeah. 

PGE: Uh, that's, we played around with that several days ago. 

PGE-Trans: Yeah. 

PGE: And from what I understand, all BPA needed to know was this number 

that I got. I got a 6-digit number. I got this little yellow sticky I kept from 
a few days back. 

PGE-Trans: Uh-huh. 

PGE: 740768. And if you gave them that magic number they will know exactly 

where to put that 24 megawatts. 

PGE-Trans: Okay. That'll help a lot. 

PGE; Okay. But it's going to happen again for hour 22. 

PGE-Trans; Okay. 

PGE: Okay. Thank you. 

PGE-Trans: Bye. 
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Transcripts of Portland Scheduling Calls 
04 / 15/00 


04 / 15 - 20:39 

(This file involves separate transaction) 
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Transcripts of Portland Scheduling Calls 
04/15/00 

04/15-21:11 

PGE-Trans: Portland, this is Floyd. 

PGE: Hey Floyd, this is Terry. 

PGE-Trans: Yeah. 

PGE: Hey, Enron scheduled again hour 24 megawatts and hour ending 23. 

PGE-Trans: Okay. 

PGE: Okay. 

PGE-Trans: Okay. 

PGE: Bye. 
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Transcripts of Portland Scheduling Calls 
04/15/00 


04/15-21:43 


PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

BPA: 

PGE-Trans: 

BPA: 

PGE-Trans; 


BPA: 

PGE-Trans: 

BPA: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 


Hello, 

Okay, so I did need to call you this time. That Enron schedule. 

Yeah. 

It's going for this hour, right? 

Yeah. Hour and 23. 

And you've got it in? You sure? 

Uh, both sides, yeah. 

You sure? Cause I'm off by 24 on both sides with BPA, and I just looked, 
and my sides were both in, but . . . 

What is the Enron schedule? 

This is from the ISO to PGE, and from PGE going to LA.WP, yeah, it’s the 
way it's set up, it's on both sides, don't you love it? 

Yeah. 

Welt, Tm going to re-insert mine, because my computer is making weird 
faces at me, and see if that does any good, because it has been known to 
not take the numbers. Now I got Terry looking and I will give you a call 
back. 

Okay. 

Thanks. 

Okay. Bye, 

Terry, if you see anything, let me know. I'm just going to re-put it in on 
mine. 

Yeah, I got it on one side, I just got to look on the other. Let's see if I can 
find the other. 

Well, you know I rebooted the computer up here. So it's not impossible 
that that's my problem. 

Yeah. 
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PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 


Transcripts of Portland Scheduling Calls 
04/1S/00 

Cause sometimes when you do that it doesn't know that it's supposed to ... 
really, total numbers so. 

Right. 

Well, okay, I'm going to try to recalculate everything. 

Now, let me see ... hour and 23, 1 got it in there, on both sides, yeah. 
Okay, Pm just recalculating. 

Okay. 

I'll let you know what I find. 

Thanks. 

Thanks. 

Bye. 

Bye. 
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Transcripts of Portland Scheduling Calls 
04/15/00 


04/15-21:55 

(This file involves separate transactions) 
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Transcripts of Portland Schednling Calls 
04/15/00 

04/15 - 22:13 
PGE: Hello. 

Enron: Hello, this is Jeremy over at Enron. 

PGE: Hey, what's up? 

Enron: Not much. This is Terry? 

PGE: Yeah. 

Enron: Hey. I'm sorry I’m a bit late but I want to do that repeat for 24. 

PGE: Okay, we'll do it one more time. 

Enron; All right, thanks buddy. 

PGE: Hey, you bet. 

Next call: 

PGE-Trans: This is Floyd. 

PGE: Hey, Floyd, it's Terry. 

PGE-Trans: What? 

PGE: You know the Enron Schedule. 

PGE-Trans: Yeah. 

PGE: 24 megawatts, you want to do that again for an hour and 24. 

PGE-Trans: Okay. 

PGE: Thank you. 

PGE-Trans: Bye. 

PGE; Bye-bye. 

(Next call involves separate transaction) 
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04/15-22:21 
04/15 - 22:43 
04/15-23:14 

(These files involve separate transactions) 
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Transcripts of Portland Scbednllng Calls 
04/15/00 

04/15-23:34 

Enron: Enron, this is Jeremy. 

PGE: Hey Jeremy, this is Terry. 

Enron: Hey, what's going on. 

PGE: Hey, are we doing the 24 again or what? 

Enron: For, hour ending . . . 

PGE: One. 

Eruon: No, no. 

PGE: Okay, it's done with, I guess. 

Enron: Yeah, well, we might try to bring it back in hour ending 3. 

PGE: Okay. 

Enron: Just for now, for a couple of hours. . . . 

PGE; Just checking. 

Enron: Okay. Bye, 

PGE; Bye. 

Next call: 

PGE: Umm ... Enron, 24 megawatts, not happening for a couple of hours. 

PGE-Trans: Okay, and we're not cutting anything to the CPX or anything, huh? In 
other words, you don't have to bother me? 

PGE: Well, 1 have to bother BP A. 


(Side conversation) 
PGE-Trans: Okay. 

PGE; Okay. Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

04/00.wav (No indication of time, but first relevant call for 04/06/00) 


(First call involves separate transaction) I mmmittee on Governmental AITairs 1 

1 EXHIBIT #A-48 | 

Washington Water Power (WWP): Water Power, this is Sue. 

Portland General Electric (PGE); Sue, this is Terry ... 

WWP: 

Hi there! 

PGE: 

Do you know anything about an account that we need to talk about, for 25 
megawatts, for hour ending 10? 

WWP: 

Well, umm . . . yeah . . . what it is, is that 1 guess we are going to do a 
sleeve, but with Enron. 

PGE: 

A what? 

WWP: 

A sleeve. 

PGE: 

I've never heard of that term. 

WWP: 

Okay. Welli basically it’s a buy and resale. 

PGE: 

Okay. 

WWP: 

Umm... they didn't call you on it? 1 guess they can't, huh. Okay, what 
they, what it is, is fm going to buy, here's the path, 25 megawatts of 
generating at the ISO. 

PGE: 

Correct. 

WWP: 

It's going to Enron, then to me, then to you, at Malin, then I'm picking it 
back up from you at Malin, and it's going back to Enron. 

PGE: 

Okay, Enron, to Water Power, to me . . . 

WWP: 

Then back to me ... 

PGE: 

Now this is one account. 

WWP: 

Right. 


ni.B-046 




334 


PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

’W'WP: 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

WWP; 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 

WWP: 

PGE: 


Transcript o{ Scheduler Telephone Conversation 
04/06/00 

Okay, so it's from Enron to Water Power to me? 

Right, And it’s basically an “in” and an “out.” 

Okay, And it's 25 megawatts? 

Right. 

And two ... 

Two back to Enron. 

Okay, at John Day. 

Right, at Malin. 

... Yeah, well, 1 was just given a yellow sticky, with the ... two accounts, 
the two accounts, the [Bonneville Power (“BP A”)] and the Enron at John 
Day. So, 1 can do that ... 

Well, it wouldn't be, because it would actually be to me. 

To you. 

Yeah. Because its the ISO - Enron - me - you. 

Okay, wait a second. The first account is to me. And that path is ISO, 
Enron. 

Uh-huh. 

ISO, Enron, you folks to me. Okay. And the other account. The To 
account. 

The To account is going to be you . . . me. 

PGE, Water Power. 

And then Enron. So you’re not next to Enron. Does that make sense? 
Sort of. 

I guess we need to find the sink on it, hah. 

Well. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 


WWP: 

That would be a good idea, huh? 

PGE: 

I think so. 

WWP; 

Okay, let me call you back. 

PGE; 

Can Enron be the sink? 

WWP: 

Pardon? 

PGE: 

Can Enron be the sink? 

WWP: 

I don't think they can. 

PGE: 

Cause Fve got an account that just says To BPA Enron at John Day. 

WWP: 

But I think it's all at Malin. 

PGE: 

If you could find out. 

WWP; 

Okay let me call you right back. 

PGE; 

Okay. 
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040600_8:27 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trars: 

PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Transcript of Schednler Telephone Conversation 
04/06/00 


Hello, 

What are you doing here? 

Oh, slumming. 

I guess ... are you working or is he? 

Oh, I always work when I am here. Why else would I be here? 

You handled your buddy Bill Casey’s [expletive]. 

Well, speak to me! 

They are doing that selling power to Enron across BPA going down to CA 
crap again. 

Well, I don't know about again, I thought it was a new deal . . . 

Yeah, but they did that before, remember, and there's all those extra 
accounts, and then you guys have to make sure you do whatever extra 
input you have to do and you also have to tell BPA cause you're actually 
importing across BPA line. 

Okay. 

And I have to tell BPA about it going south. 

Oh. 

I figured I would warn you so you could make sure that whatever number 
they had that ... I go ... from BPA PG firm account thing ... You've got 63 
in there as a pre-schedule. 

Well... 

1 assume that ... 

Bill Casey gave me a yellow sticky, he says there are two accounts to be 
concerned with. One is from the ISO Water Power AC, okay. 

Hmm ... the ISO water power? I don't know anything about that one ... 

Okay, that's 'cause it's an “in” and an “out” ... 
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PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 


Transcript of Scheduler Telephone Conversation 
04/06/GO 


Okay. 

And the other account is to BP A, Enron, and John Day. And he told me I 
have to call it in to BPA and give them the specific account number that 
they go by. 

Yeah, yeah ... that's what I figure, there is some account there, and I put it 
in. I have a firom BPA PGE account, and then I have to put it in the south 
end too, so that it balances out.. 

Sure. 

It's bizarreness. 

Okay. 

So if you get yours right and 1 get mine tight, then hopefully everything 
will agree. But God only knows. 

So, if this is to BPA, do I call BPA or do 1 call you? 

Well, you're going in to the BPA system, so 1 would call BPA on that one. 

But, but... okay. Water Power is going to call me back too, 'cause they 
were thinking that it was going to be at Malin. 

Yeah. See, I don't know about this Water Power account, the only thing I 
know about them is ... well you don't even know about that, it's the 
transmission schedule. 

Okay. 

Okay. 

All right, thanks. Bye. 

Bye. 
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040600_8:38 

PGE; 

PGE-Trans; 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans; 


PGE: 

PGE-Trans; 


Transcript of Scheduler Telephone Conversation 
04/06/00 


HeUo. 

Okay. So, did you do something with that Washington Power account? 
Because we’re off by 25 with the ISO er, with BPA. 

Yeah, I called BPA about it. 

Now is that 25 coming north from Washington Water Power? Is that what 
that is? 

Well, she was going to call me back. 

Because that's kinda what it sounds like. Because they actually gotta be 25 
headed south. 

Right. 25 headed south. And I called that into BPA. And the other 
account is apparently from the ISO but we're picking it up from Water 
Power. So that's kinda, it’s already up here and we're getting it from 
Water Power, you know? 

Yeah, yeah. You're sending another 25 south for us to Water. Where is 
the other 25 going? 

The account is just to John Day. To BPA . . . Enron John Day account. 
That's the account I put it in. And all I did is call BPA and I gave them 
their number 740761 

Yeah, and I gave them the PGE going to the ISO, which is actually the 
Enron account because that's where it eventually winds up. But we're still 
25MW short somewhere. 

Hinin. No balance, huh? 

Well I balance. I balance across the system but somehow or another 
there's a 25 account someplace. That's what I said, this is a piece of crap. 

I can't believe they're doing it to us again. They never set up the accounts 
right. There's, like, 18 accounts that this affects. And if you don't put it in 
the right ones the right way. Now, see now. my numbers just changed, 
though. 

Oh they did? 

Yeah, I had a 6 before and now I have a 3 1 left over. 
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PGE: 

PGE-Trans; 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE; 

PGE-Trans; 


Transcript of Scheduler Telephone Conversation 
04/06/00 

Okay. That's your 25. 

Came back somqjlace. Where did it come back from? 

I touched nothing. 

Well, I can tell because I can look at the real time log. What was the last 
25 that . . . Let's see, and this is., .what time is this anyway? Hour ending 
10 ...Bill Casey. 

Bill Casey! 

He's putting something in. He put in WP's 25 and didn't tell anybody 
about it. 

Well, he's just standing over my shoulder. 

Well, why don't you tell him that I have BPA on the line and we're off by 
25 and I need to find out why. 

He went back over to his desk. Let me talk to him and can I call BPA? 
Yeah, you can call BPA. 

And ni call you as well. 

Thank you, sir. Bye. 
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040600_08:41 

PGE: 

PGE-Tians: 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Transcript of Scheduler Telephone Conversation 
04/06/00 


This is the word ... the account names, if you look at those, are memo 
accounts, that Bill had to put some information in. 

Okay. 

So it shouldn't affect the control number at all. 

Well, either that did it, or your entry at 8:24 for a purchase ftom 0 to 
minus 25 did it, because when I put in my numbers I refreshed. 

Okay, well... 

I had 6 left on the southbound. 

I had the 25 that I purchased and the 25 that I sold. But on this other real 
time screen that we've got nowadays, it took forever for that to show. So 
that may have been why things were kind of stumbling for you. 

Well, when 1 put them in they all came up right. 

Okay. 

Yeah, the number was right when I finished my entries. 

Yeah. 

It's now 25 higher. 

Okay. 

I finished my entries at 0841. 


Okay. 


And um . . . I don't understand, because that's what it says, the last entry 
was me. Your entry was made at 0824 and it wasn't taken until after mine 
was done evidently. 

Yeah, I don't know why. 

And that's a little bit on the bizarre side. Well, anyway, the account you 
put in, for some reason, it took 25 off the south end. 

Hmm ... the to BP A/Enron . . . John Day? 
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Transcript of Scheduler Telephone Conversation 
04/06/00 


PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


I don't know! 

You don't know? 

Have you got the real time log up? Can you look at the real time log? 

Well ... 

You can't see my entries, though, can you? 

Yeah, I think I can. Well no, not the transmission ... no, maybe I can't. 
Umm, well, I've got some accounts, it doesn't say who to, though, Tve got 
about 6 different accounts that show me . . . you, real time. 

Yeah. 

Priority 10, 0 to 25, positive negatives, okay. 

And when I finished those, I had, like 1 said, 6 left on the directs. And 
now I've got 31 left on the directs, which is a change of 25. 

Correct. 

And the only other 25 is your purchase, but it says from CAISO - 
Washington'Water ... 

Correct. 

So it's actually coming from the ISO. 

Well, yeah, but ... 

But it is on transmission, it is showing on that account. That account tells 
my transmission you're bringing 25 megawatts to Portland from the ISO. 

Oh it does? 

Yeah. 

Yeah. So it's telling me, that I have to tell BPA that you’re bringing 25 up 
from the south ... Washington Water Power. 

Okay, let me have a talk about the bill and I'll get back to you. 

Okay bye. 
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PGE-Trans; 


Transcript of Scheduler Telephone Conversation 
04/06/00 


Bye, 
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Transcript of Schednier Tdephone Conversation 
04/06/00 

040600_08:44 
(Side conversation) 

PGE: Hey, uh ... I'm trying to get up to speed, this account to us, this account is 

from the ISO. 


PGE-Trans: 

Okay. 

PGE: 

So hopefully, this will help. 

PGE-Trans; 

So just call it in, and that will reverse it, and I will be good. 

PGE: 

Okay, do I need to ... 

PGE-Trans; 

Okay, I'll call it in. 

PGE: 

Okay. 

PGE-Trans: 

Thank you, sir. 

PGE: 

Oh, the ISO is on the line, we're trying to square them away too. 

PGE-Trans: 

Okay. 

PGE: 

Okay. Bye. 

PGE-Trans: 

Bye. 
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040600. 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 


Transcript of Scheduler Telephone Conversation 
04/06/00 


09:02 


Hello. 

Yes, who am I speaking with? 

Terry Finley. 

Hey Terry, John Fomey. 

Hey John. 

How you doing? 

Good. 

We did a deal with you guys for hour ending 1 0. 

Yeah, I guess. 

Yeah, 25 megawatts, and it’s John Day to Malin. 

Correct. 

And we for hour ending 1 1 would like to do a duplicate of that. 

Okay. Same old same old. 

Yeah. 

Okay, we'll get it on. 

I talked to Lee in Portland transmission. Do I need to not talk to him at 
all? 

She is the pre-schedule transmission person ... the person ... is Floyd. 
Okay. 

Floyd is probably the guy you talk to. 

Okay, I told him, you know, because I talked to him about this, I told him 
that we were going to do it again, he said I needed to talk to you. 

Right, if you give me a buzz, 1 can put it in the right accounts, and I can 
call him and it's a done deal. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 


Enron: 

Okay, so I don't need to talk to him at all? 

PGE: 

No. 

Enron: 

Okay, great. 

PGE: 

Good. 

Enron: 

Thank you Terry. 

PGE: 

You bet. See you. 

Enron: 

See you. 

Next call: 

WWP: 

Portland ... this is Sue. 

PGE: 

Sue this is Terry ... 

WWP: 

Hi there! 

PGE: 

Enron called a moment ago. 

WWP: 

Yeah? 

PGE: 

And ... 

WWP; 

They want to do it again. 

PGE: 

And they want to do it again. So I guess we' 

WWP: 

Okay. 


(Remainder of call involves separate transaction) 


13 


IU.B-0S8 



346 


Transcript of Scheduler Telephone Conversation 
04/06/00 


040600_09:03 

PGE: Portland. This is Terry. 

PGE-Trans: Okay I'll bite. We had this straightened out. We had a 718. And now, the 
number changed again, and I got a 693 and Tm out with BPA again. And 
its all a part of this crap that Bill is doing I think. But I don’t know why. I 
didn't make any other changes on this. My number has changed twice on 
my transmission since I fixed by somebody else dealing with it. So, 
somebody is putting their fingers in places they shouldn't ought to be and 1 
don't know how to fix it because I don't know what they're doing. 


PGE: Okay. 

PGE-Trans: So we're out again with BPA and I haven't touched anything. So find out 
what we've got done since we agreed on a number at a quarter ‘til, or 
whatever, and tell them to undo it. 


PGE: Okay. I'll have him check his, check the activity he engages himself in. 

PGE-Trans: The only thing I did is at 850 where Bill put in to Washington Water 
Power Sale MC Memo. 


PGE: Yeah. He did 4 memo accoimts. 

PGE-Trans: Right. But, that shouldn't affect the south end but my direction changed 
again. 

PGE: He was still checking on flags and I think he's still checking on flags. 

PGE-Trans: Well, somebody did something and I went from originally a 718, 

remember we talked? The 718 and now its a 693. So, where I had, 
originally I had 6MW left and I told people that I didn't have transmission 
to sell them because I only had 6MW left. And I still got 3 1 showing 
because I haven't updated ray screen and now fm updating my screen and 
now I've got 56 available. So something keeps changing and I lied to 
everybody when I posted this. They all wondered why I didn't sell them 
my non-firm. So something needs to quit getting changed. 

PGE: Okay. 

PGE-Trans: Thank you, sir. 

PGE: Okay. Bye. 

PGE-Trans: Bye. 
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Transcript of Schednler Telephone Conversation 
04/06/00 


(Next call involves separate transaction) 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_907 

(First call involves separate transaction) 

Next Call: 

PGE-Trans: Portland. This is Robert. 

PGE: Robert, its Terry. 

PGE-Trans; You want to talk to Floyd? 

PGE: No. I'll do it anyway. I'll wait. 

PGE-Trans: You want to talk to me? 

PGE: I can talk to you. 

PGE-Trans: Because he's talking to Matt right now. 

PGE; Okay. Well, yeah, this has to do with that fiasco. The same thing that 

happened last hour ... the buy, resell with the ISO is happening again . . . 
25MW. 

PGE-Trans: Okay, for the next hour. 

PGE: Yeah. Okay. 

PGE-Trans: Okay. 

PGE: Okay. 

PGE-Trans: I'll let him know. 

PGE; Thank you. Bye. 

PGE-Trans: Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_09:36 (same as 040600_9:39) 

PGE: Hello. 

PGE-Trans; Hey. We're doing that 25 coming up from the south again. 

PGE; Oh yeah. I told Robert and Bill Casey came over and said we should be 

all squared away. 

PGE-Trans; Okay, what we're doing is that ... he had an account that to be activated in 
the wrong flag. Is basically what it was. I had to get Matt to come in. 

(Side conversation) 

PGE-Trans; Well, let me go take care of stuff and Pll talk to you in a bit. 

PGE; Okay. Bye. 
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040600 10:21 


Transcript of Scheduler Telephone Conversation 
04/06/00 


PGE: 

PGE-Trans: 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

PGE; 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Hello. 

Hey, its me. 

Okay. 

Told ya everything is coming? 

Yeah. 

Well? 

Boy . . . you're early? 

No, I just knew that since Enron was doing this crap that you were 
probably doing weird stuff too. 

Yeah, now he told me that this should be the last hour. 

Yeah. 

Now, whatever that means. But yeah, we’re doing it again. 

So, that also' means you're bringing the 25 up from Washington Water 
Power again. 

Yes, sir. 

And all that crap. 

Same old same old. 

That's what I thought. 

Yup. 

Just figured I'd check. 

Well, no problem. 

Anything else tun? 

Umra ... 
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Transcript of Scbednler Telephone Conversation 
04/06/00 

PGE-Trans: I told you it was Bill that was messing us up. I told you that. 

PGE: Well, I know, and I knew ... 

PGE-Trans: Yeah, I know, I just didn't know how. 

PGE: Yeah [laughter]. 

PGE-Trans: I had to get [indecipherable] of here. Matt figured it out, finally for me. 
PGE: Okay. Well, good. 

PGE-Trans: Okay. 

PGE; Okay. 

PGE-Trans: Thank you. 

PGE; Bye. 

PGE-Trans: Bye. 

(Next call involves a separate transaction) 
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040600, 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 

Enron: 

PGE; 

Enron; 

PGE: 

Enron; 

PGE: 

Enron: 

PGE: 

Enron: 

PGE: 


Transcript of Scheduler Telephone Conversation 
04/06/00 


13:58 


Hello. 

Hello this is Mike at Enron. 

Hey Mike. 

Is this PGE? 

Yeah. 

What's going on man? 

Oh a little of this, a little of that 

Yeah exactly, I was wondering if we could do that buy-resell again for 
next hour. 

Oh no, you want to do it again? 

Yeah. 

Okay what hour do you need, sixteen? 

Yeah, 40 MWs this time. 

Oh, Okay. 

And then we are probably going to go back to 25, but ... 

But this hour, hour 1 6, we'll do a 40. 

A 4-0. 

Okay. 

Thank you, sir. 

Thank you. 

See ya. 

Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600J4:04 

(First call involves separate transaction) 

Next Call: 

WWP: Water Power this is Sue. 

PGE: Sue this is Terry in Portland. 

WWP: Hi there. 

PGE: Hey do you need anything at all? 

WWP: I am actually sitting just fat here. 

PGE: Oh. Okay. 

(Side conversation) 

PGE: Hey did you get a call from Enron? 

WWP: Aahh, yeah I did for 40. 

PGE; For 40 huh . . . hour number 16. 

WWP: I got it. 

PGE: Okay 1 guess the same situation as a few hours back. 

WWP; Yeah that is what it sounds like. 

PGE: Yeah okay, we'il do it. 

WWP: Thanks Terry. 

PGE; Bye. 

WWP: Bye. 

(Next Call involves separate transaction) 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_14:06 

(First call involves separate transaction) 

Next Call: 

PGE-Trans: Portland, this is Robert. 

PGE; Robert, this is Terry. 

PGE-Trans: Yeah. 

PGE: Hey, were you in on that Enron stuff that we had going a while ago, a 

couple of hours back? 

PGE-Trans: Floyd's been doing it. 

PGE: Okay. 

PGE-Trans: They called and said they wanted to do another 40. 

PGE: Yeah. 

PGE-Trans: Yeah he called for 16. 

PGE: Yes, sir. 

PGE-Trans: Yes. 

PGE: Okay. 

PGE-Trans: We got that. 

PGE: Okay well good. Well thank you. Bye. 

PGE-Trans: Bye. 

(Next call consists of side conversation) 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600J4:17 

BPA: BPA Transmission this is Mike [Newshum] [phonetic], 

PGE: Mike, this is Teny in Portland. 

BPA: Yeah Terry. 

PGE: Hey, I’ve got an account. . ., I’ve got two accounts I need to talk to you 

about for hour ending 16. 

BPA: Okay. 

(Discussion of separate transaction) 

PGE: And the other account . . . were you around when ... did we talk at all 

about this thing with Enron and Water Power? 

BPA: [laughs] 

PGE: [laughs] 

BPA: That's what I think of that [laughs]. 

PGE: Got it. 

BPA: It's not that bad. Well, I don't know. Maybe this is something different. 

PGE: No. It's the same thing. 

BPA: Is it? 

PGE: Yeah. 

BPA: 25? 

PGE: No, it's going to be 40 for hour 16. 

BPA: How did we . . . where did we put it last time? 

PGE: Oh, let me see. I think 1 can give you a number that you guys go by. It’s a 

six digit number. 

BPA: 740... 

PGE: That's half of it. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

BPA: ... 768. It has, like, 68s in it? 

PGE: Umm, I think so. 

BPA: Yeah, it has 68s in it. We did ... we increased it by it looks like 20 ... 

PGE: 25? 

BPA: 25byN. 

PGE: 25 by 3 times? 

BPA: Umm, 25 in, where was it, wait a minute. 25 in 1 0 and, oh, that's the only 

hour. 

PGE: No, there were 3 hours so far. 

BPA: Hmm. I wonder what it is about this account that’s so peculiar? 

PGE: I don't know. 

BPA: Okay. All right, I know which hours it is that we need to do that in. 

PGE : Okay for hour . . . 

BPA: Oh, it's 740768. 

PGE: 740768. 

BPA: I found the paper that I wrote it on. 

PGE: That's the one. This is a most bizarre account. 

BPA: Yeah. 

PGE: We're looking at this and its mate. 

BPA: Somebody’s spent some time trying to come up with it I guess. 

PGE: Weird looking stuff. 

BPA: Yeah. 

PGE: It's not at all what we're used to seeing. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

BPA: Yeah. 

PGE: Okay. 740768. Portland. Okay. Okay. I see that. Allrighty. 

BPA: Okay. 

PGE: And what do you want to do on 16? 

BPA: 40. 

PGE: At 40. So it will be a 1-0-8. Okay. 

BPA: And that's it for now. 

PGE: All righty. 

BPA: Okay. 

PGE: Thank you. 

BPA: Thank you. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_14:55 

(First call involves separate transaction) 

Next Call: 

PGE: Portland, this is Terry. 

Enron; Hey, Terry. Mike at Enron. 

PGE: Hey. 

Enron: What's going on. 

PGE: One hour closer to getting out of here. 

Enron: Yeah, exactly. Umm, 25 next hour. 

PGE: Okay. I'll put it in. 

Enron: Fll run that by resale. 

PGE: Okay. 

Enron: Thank you. 

PGE; Thank you. 

Enron: Bye. 

PGE; Bye. 

(Next Call involves separate transaction) 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_1S:23 

(First call involves separate transaction) 

Next Call: 

PGE-Trans: Portland, this is Floyd. 

PGE: Hey, Floyd. It's Terry. 

PGE-Trans; What? 

PGE: Hey, Enron. 

PGE-Trans: I don't want to hear about Enron. 

PGE: 25 Megawatts. Hour ending 17. 

PGE-Trans; I don't want to hear about Enron. I don't care about Enron. Somebody 
bum Enron. Enron is worthless. 

PGE: You'd better get your money out first. 

PGE-Trans: No, no. I don't have to get my money out. Nothing. 

PGE: Oh? Okay. 

PGE-Trans: I'd have to sell the stock. 

PGE: Oh, well. Get your options going. 

(Side conversation involving taxes) 

PGE-Trans: Okay, 25. I got you. 

PGE: Thank you. 

PGE-Trans: Bye. 

PGE: Bye. 
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Transcript of Scheduler Telephone Conversation 
04y06/00 


040600_16:00 

PGE: 

Hello. 

Enron; 

Hello, is Terry there? 

PGE: 

Yeah. 

Enron: 

Terry, Mike at Enron. 

PGE; 

Hey Mike. 

Enron: 

How about next hour 25 MWs. 

PGE: 

Let’s do it again. 

Enron: 

Thank you. 

PGE: 

Okay. 

Enron: 

Later. 

PGE: 

Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_16:06 

PGE-Trans: Portland. This is Blake. 

PGE: Blake, it's Terry. 

PGE-Trans: Terry. 

PGE; Enron. Hourending 18, 1 guess is what it is, yeah 18, is 25. And that's it. 

PGE-Trans: Til sure be glad when we're sold and they cant pull this [expletive] 
anymore. 

PGE; Me too. 

(Side conversation] 

Next Call: 

BPA; BPA Transmission. Mike [Ncwshum] [phonetic]. 

PGE: Hey Mike. This is Terry in Portland. 

(Side conversation) 

BPA: Okay. What do you got for me? 

PGE: Well, you know that Enron schedule ... of 25 megawatts . . . that one we've 

been playing with a few hours today? 

BPA; fm trying to wipe my hands and get it off my feet. Yes, okay, and about 

the BPA schedule. 7-5 way back there to Portland. 1 don't know, we've 
got something wrong with our accotmts on that one and 1 don't know what 
the story is. Okay, you didn't do anything with it in 1 7, right? Or you did 
25? 

PGE: Yeah, 25. 

BPA; Increase 25? 

PGE: Oh, well, it was 25, it went to 25. Well, I guess it was a total increase. 40 

for 60, 25 for 17. 

BPA: It doesn't seem to matter what I do with the schedule. It just doesn't 

change anything. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

PGE: Its all wrong. Its always wrong. 

BPA: What are you up . . . What is it for 1 8? 

PGE; 1800 is 25. 

BPA: 25. 

PGE; Yeah. 

BPA: 6-8 plus 2-5 plus 93. And what was it for 17, 25? 

PGE: 25. for 25, yeah. 

BPA: 93, okay. I'm going to go make those changes and see if that affects our 

net that we have with you guys. Because Pm having a feeling something 
is going awry, badly awry . . . 


PGE: Oh, I hope not. 

BPA: . . . and its making me real nervous. Okay. 

PGE; Okay. 

BPA; Thank you. 

PGE; Thank you. 

BPA: Bye. 

PGE; Bye. 

(Next call involves separate transaction) 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_16:16 

PGE: Portland. This is Terry. 

Enron: Terry. Mike at Enron. 

PGE: Hey. 

Enron: Hey. for 1800. My resale has to go to zero. 

PGE: You're kidding. 

Enron: I'm not joking. 

PGE: Okay. IH take it out. 

Enron; The ISO just totally worked me. 

PGE: Okay. 

Enron: Thanks. 

PGE: Bye. 

Next Call: 

PGE: Portland. This is Terry. 

WWP: Hi Terry. Sue at Water Power. 

PGE: Hi Sue. 

WWP: Hey I just got a call from Enron. 

PGE: Me too. 

WAVP: You too. Great. We're happy. 

PGE: Okay. 

WWP: Thanks. 

PGE: Bye. 
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NextCaU: 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Transcript of Scheduler Telephone Conversation 
04/06/00 


Portland. This is Floyd. 

Floyd, its Terry. Enron Schedule . . . hour ending 18 ... 25 megawatts 
goes to zero. 

So don't do the 25 megawatts. 

Yeah, good thing you're dragging your feet. 

Ah, okay. 

Thank you. Bye. 


32 


ni.B-077 



365 


Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_16:17 

BPA: BPA transmission. Mike [Newshum] [phonetic]. 

PGE: Hey Mike. This is Terry here in Portland. 

BPA: Yeah, Terry. 

PGE: Hey you know that BPA Schedule? I hate to mention this. They want to 

go to zero for hour 18. At 25 they said it’s not going to go. 

BPA: That's good. They can do that. 1 can deal with that. At least I will make 

every effort to deal with that. 

PGE: I'm sure you'll be successful. 

BPA: I'll go back to 68. 

PGE: Yeah. 

BPA: Okay. 

PGE: Thanks. 

BPA: Thank you. 

PGE; Bye. 

BPA: Bye. 
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040600_16:29 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

Next Call: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 


Transcript of Schedaler Telephone Conversation 
04/06/00 


Hello. 

Hello. It’s me. 

Okay. 

So, first you did the Enron and then you undid the Enron, Did we do 
anything else besides this? I have 25 going south they don't. Did you put 
a 25 some place that you didn't take out on Enron maybe or something? 

No, I don't think so. I think I got four different accounts than they do. I 
think I got them all. Til keep pecking. 

Yeah, cause we got 25 more than they do. They’re on line with us by the 
way. 

Yeah. 

Yeah, okay. Let me check and I'll call you both. 

Okay. 

Okay. 

Thanks. 

Bye. 

Bye. 


Portland, This is Floyd. 
I found it. 

I saw it change. 

Okay. Thanks. 

Thanks. 
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Transcript of Scheduler Telephone Conversation 

04/06/00 


Next Call: 


BPA; 

BPA transmission. Kathy. 

PGE: 

Kathy. It's Terry at Portland. 

BPA: 

Hey. 

PGE: 

I found it. 

BPA: 

Oh good. 

PGE: 

I got it out. 

BPA: 

Thanks. 

PGE: 

Okay. Thank you. 

BPA: 

Bye. 

PGE: 

Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 

040600_17:02 

PGE: Portland. This is Terry. 

Enron: Terry. Les at Enron. 

PGE; Hey. 

Enron: Hey. You guys been doin' a buy resell for us? 

PGE: Well, we did until last hour and then it was cut. 

Enron: Well for hour 19, we would like to do it again. 40 MW. 

PGE: 40, huh? 

Enron: Yeah. For hour ending 19. 

PGE: Okay. 

Enron: Anything else you need from me? 

PGE: Just for you to call Water Power. 

Enron; 1 believe we've done that and I've already called Portland Trans. 

PGE: Okay. 

Enron; Thank you. 

PGE: Thank you. 

Enron: Bye. 

PGE: Bye. 

Next Call: 

WWP: Water Power. This is Sue. 

PGE: Sue, its Terry. 

WWP: Hi there. 

PGE; Hey, Enron again ... 
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Transcript of Scbednler Telephone Conversation 
04/06/00 


WWP: 

Yeah. 

PGE: 

40. 

WWP: 

Yeah, got it. 

PGE: 

Okay. 

WWP: 

Bye. 

PGE: 

Bye. 

(Next call disconnected) 
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040600. 

PGE: 

BPA: 

PGE: 

BPA; 

PGE: 

BPA: 

PGE: 

BPA: 

PGE; 

BPA: 

PGE: 

BPA: 

PGE: 

BPA; 

PGE; 

BPA: 

PGE: 

BPA: 


Transcript of Scheduler Telephone Conversation 
04/06/00 


17:04 


Portland. This is Terry. 

Yeah, Terry. This is Mike at BPA. Do you have a minute? 

Sure. 

Okay. I want to make sure that 1 got all those Portland to John Day to 
Portland whatsidoasits right. 

Okay. 

In hour ending 101 had a 93. It was a 25 increase. 

Yeah, let me get to that one account. 

Let me get back there too because 1 think I can ... I had some of them and 
I wasn't quite sure what to do with those stupid things. I had never run 
into it before. Okay, I had 10, 1 had a 93 ... a 25 increase. Did you have 
anything for 11? 

Yeah. 10 was a 93 increase to 25. 11 was a 93 increase to 25. 12 was the 
same thing. Then no action for hour ending 13, 14 and 15. 16 was 108. 
That was an increase of 40. 17wasa2-5. 18wasa2-5. Then they cut it. 

Then they cut it back to 68. 

Yeah. Already 19, while 1 got you on the line, we're talking about the 
same thing here, it’s a 4-0. 

108 again. 

I hope they leave it alone. 

I finally understand what this is all about. You’re buying transmission 
fi'om your transmission folk. 

Yeah. 

From Mid-C. 

Right. 

Oh, okay. All right, well that's interesting. That's interesting. 
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PGE: 

BPA: 

PGE: 

BPA: 

PGE: 

BPA: 

PGE; 

BPA; 

PGE: 

BPA: 

PGE; 


Transcript of Scheduler Telephone Conversation 
04/06/00 

Yeah, they haven't explained to me what the heck is going I just put in 
these numbers. 

Yeah, well, our marketing side has been having to do that for quite awhile 
now and boy, does it get complicated. 

Oh yeah. Yeah, I have four accounts I have to deal with each time they 
call, you know. 

Yeah, stupid. This is also reflected on back side under the directs. 

Yeah. And that's something that Floyd would call into you guys. 

Yeah, okay. I just want to make sure that it all divides and adds and is 
correct because it doesn't affect the controller because its an "in” and an 
“out.” Still, it should all be the same. 

Thai's right. 

Okay. Thank you. 

Thank you. 

Bye. 

Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 


040600_17:12 

PGE-Trans: Portland, this is Floyd. 

PGE: Portland. Terry. That ISO ... Enron schedule ... 

PGE-Trans: uh-huh ... 

PGE: 40 hour ending 19. 

PGE-Trans: I know. 


PGE: Oh. You already got a call about that. I gotta call you anyway. 

PGE-Trans: But, yeah, you gotta call me anyway to make sure, er, so I can make sure 
that you know about it. And just so you know, Enron, er Enron, BPA was 
just calling me again about that. They're still trying to figure out why it 
comes in one place and goes out the other. They couldn't figure out the 25 
going south until I told them that the ISO to PGE going north is the other 
half of that. So there's still confusion on their end. We've been matching 
but 1 don't think we're very happy with it. So if you could give them a call 
they're trying to figure out what the [expletive] is going on. 

PGE: Yeah, well Mike over there at BPA called me and we talked about it a bit. 


PGE-Trans: Yeah, Yeah. 


PGE; And I just made sure that everything's square. 

PGE-Trans: That's what 1 mean. He called me just a minute ago to do the same thing. 

You know, to figure this out. And I said this is where I'd put it. But, you 
know, my accounts aren't the same as yours. 

PGE: That's right. You know. You try to accommodate them as best you can. 

PGE-Trans; Yeah, I can't tell you how to run your system, Mike, I can only tell you 
how it works in mine. 


PGE: 

PGE-Trans; 

PGE: 

PGE-Trans: 


You know where I’d put it if I were you. 
Okay. 

Okay. 

Bye. 
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Transcript of Scheduler Telephone Conversation 
04/06/00 


040600J7:29 


PGE: 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans; 

BPA: 

PGE: 

BPA; 

PGE-Trans; 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 

PGE-Trans: 

PGE: 


Portland. This is Terry, 

Hey I got BPA here with me. We're off 40 on both sides. 

407 

Yeah, which would be what Enron was doing. And I thou^t I'd check and 
see if you had all those extra accounts if maybe there was a 40. 

1 got a 40 going to er coming from [Shtomy]. 

Oh. I didn't know that. 

From [Shtomy] [phonetic] to PGE? 

Yes ma'am. 

If we got it in. 

Ok. See actually, they have 40 more than we do on the north. So we 
would either be sending 40 out that they don't have. 

Ok. I'll check the four different the accounts and Til call you both. 

And I’ve also got it on the south. They've got 676 and I got a 636. 

Okay. 

Okay. Thank you, sir. 

Thank you. 

Bye. 

Bye. 
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Cmmiiittee on Go\ermnental Affairs 

EXHIBIT #A-49 


UNITED STATES OF AMERICA 100 FERC H 61,186 
FEDERAL ENERGY REGULATORY COMMISSION 


Before Commissioners: Pat Wood, III, Chairman; 

William L. Massey, Linda Breathitt, 

And Nora Mead Brownell. 

Portland General Electric Company Docket No. EL02-1 14-000 

Enron Power Marketing, Inc. 


ORDER INITIATING INVESTIGATION. AND ESTABLISHING HEARING 
PROCEDURES AND REFUND EFFECTIVE DATE 

(Issued August 13, 2002) 

1 . In this order we are initiating an investigation into instances of possible 
misconduct by two Enron Corporation affiliates; Enron Power Marketing, Inc. (EPMI) 
and Portland General Electric Company (Portland) (collectively, Enron) to determine 
whether the misconduct occurred and, if so, to determine remedies, including possibly 
refunds and/or revocation of Portland's and/or Enron's market-based rate authority. 

2. As discussed below, we will set the possible misconduct for hearing and establish 
a refund effective date under section 206 of the Federal Power Act (FPA), 16 U.S.C. 

§ 824e (1994), to provide for refunds should the hearing indicate that they are warranted. 


Background 

3. On February 13, 2002, the Commission directed a Staff fact-finding investigation 
into whether any entity manipulated short-term prices in electric energy or natural gas 
markets in the West or otherwise exercised undue influence over wholesale prices in the 
West for the period January 1, 2000 forward.’ 

4. On May 8, 2002, in accord with the Commission's directive. Commission Staff 
issued a data request concerning various trading strategies of sellers of wholesale 


’Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, 98 FERC 61,165 (2002) (February 13 Order). 
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electricity and/or ancillary services in the United States portion of the Western System 
Coordinating Council during 2000-2001. Among the sellers to whom the data request 
was sent are public utilities who were granted market-based rate authority by this 
Commission based on a finding that they lacked market power and there was no evidence 
of affiliate abuse or reciprocal dealing. 

5. On June 4, 2002, the Commission issued an order finding that Portland and 
others had failed to cooperate with the Commission investigation and ordered those 
companies to show cause why their authority to charge market-based rates should not be 
revoked as a result of their failure to comply with the Commission-ordered investigation. 

Discussion 

6. In a Commission Staff initial report, being publicly released concurrently with this 
order,’ Commission Staff states that it has obtained preliminary evidence of possible 
violations by Portland and Enron (specifically, EPMI) of their codes of conduct and the 
Commission's standards of conduct. Codes of conduct govern, among other things, a 
power marketer's relationship with its traditional public utility affiliates, including 
limitations on its ability to sell power at market-based rates to its affiliate with captive 
customers and the pricing of sales of non-power goods and services between the 
affiliates. In addition, any sharing of information between Portland and Enron must be 
simultaneously disclosed to the public. The Commission reviews and accepts codes of 
conduct and market-based rate tariffs as part of the power marketer's application for 
market-based rate authority. 

7. Standards of conduct are contained in the Commission's regulations'* and generally 
require that the employees of a transmission provider engaged in transmission system 
operations function independently of those employees engaged in the wholesale 


’Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, 99 FERC H 61,272 (2002) (Show Cause Order). 

’Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, Initial Report on Company-Specific Separate Proceedings and Generic 
Reevaluations; Published Natural Gas Price Data; and Enron Trading Strategies, Docket 
No. PA02-2-000, August , 2002. This report is available on the Commission's website 
at: httt)://www.ferc.gov/electric/bulkDOwer/Da02-2/pa02-2.htm 


"ISC.F.R. § 37.4(2002). 
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merchant function (and also of employees engaged in the wholesale merchant function of 
any of the transmission provider's afShates). For example, the standards of conduct 
require that employees of Portland's transmission function act independently of 
employees of Portland's merchant function and of employees of EPMI's merchant 
function. 

8. Preliminary evidence, taken from transcripts of recorded telephone conversations, 
indicates that Portland and Emon knowingly engaged in transactions that may constitute 
violations of the standards of conduct and/or the companies' codes of conduct and/or 
market-based rate tariffs. 

9. For example, in the transcripts, an Enron employee explains to a Portland 
employee that they cannot buy and sell energy directly, but must use a non-affiliated 
utility as a middle man. There is also evidence that Portland employees believed that the 
requests they were receiving from their affiliates were improper. For example, when two 
Portland transmission function employees are discussing an Emon request for such a 
three-party arrangement, one reports that a third employee thinks the arrangement is not 
legal. In another instance, a Portland transmission function describes the three-party 
arrangement as "a scam." In addition, Portland has failed to properly post data related to 
sales to Enron for a significant amount of transactions. 

10. This information supports further investigation. We will accordingly initiate a 
separate proceeding to investigate possible violations by Portland and Emon 
(specifically, EPMI) of their codes of conduct or market-based rate tariffs and the 
Commission's standards of conduct, and the imposition of any appropriate remedies. 

1 1 . Staffs initial on-site investigation in Portland, Oregon, identified questionable 
transactions with affiliates. Subsequently, in April 2002, Portland contacted the 
Commission's enforcement staff and conducted informal discussions about this matter. 
Issues concerning these affiliate transactions are included in the proceeding we are now 
initiating. 

12. As noted above, in the Show Cause Order, the Commission found that Portland 
had failed to cooperate with the investigation initiated in the February 13 Order and 
ordered Portland to show cause why its market-based rate authority should not be 
revoked. In response to the Show Cause Order, Portland provided information that was 
largely limited to the previously identified transactions involving Emon. Accordingly, as 
part of the hearing ordered herein, we will set for hearing the issue of whether Portland 
has in fact provided all relevant information in the investigation and what the appropriate 
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remedies for any failure should be, including whether Portland's market-based rate 
authority should be revoked. 

13. In cases where, as here, the Commission institutes a section 206 investigation on 
its own motion, section 206(b) requires that the Commission establish a refund effective 
date that is no earlier than 60 days after publication of notice of the Commission's 
investigation in the Federal Register, and no later than five months subsequent to 
expiration of the 60-day period. In order to give maximum protection to consumers, we 
will establish the refund effective date at the earliest date allowed, ^ 60 days after 
publication of notice of initiation of the Commission's investigation in Docket No. EL02- 
1 14-000 in the Federal Register. 

14. Section 206(b) also requires that if no final decision is rendered by the refund 
effective date or by the conclusion of the 1 80-day period commencing upon initiation of 
a proceeding pursuant to section 206, whichever is earlier, the Commission shall state the 
reasons why it has failed to do so and shall state its best estimate as to when it reasonably 
expects to make such a decision. To implement that requirement, we will direct the 
presiding judge to provide a report to the Commission 1 5 days in advance of the refund 
effective date or the conclusion of the 1 80-day period, whichever is earlier, in the event 
the presiding judge has not by the earlier of those two dates certified to the Commission: 
(1) a settlement which, if accepted, would dispose of the proceeding; or (2) an initial 
decision. The judge's report, if required, shall advise the Commission of the status of the 
investigation and provide an estimate of the expected date of certification of a settlement 
or an initial decision, 

The Commission orders : 

(A) Pursuant to the authority contained in and subject to the jurisdiction 
conferred upon the Federal Energy Regulatory Commission by section 402(a) of the 
Department of Energy Organization Act and the Federal Power Act, particularly section 
206 thereof, and pursuant to the Commission's Rules of Practice and Procedure and the 
regulations under the Federal Power Act (18 C.F.R., Chapter I), a public hearing shall be 
held in Docket No. EL02- -000, concerning the matters discussed in the body of this 
order. 


*See, e.g. . Canal Electric Company, 46 FERC H 6 1 , 1 53 , reh'g denied . 47 FERC H 
61,275 (1989). 
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(B) The Secretary shall promptly publish a notice of the Commission's initiation 
of the proceeding in Docket No. EL02-1 14-000 in the Federal Register. 

(C) The refund effective date in Docket No. EL02-1 14-000 will be 60 days 
following publication in the Federal Register of the notice discussed in Ordering 
Paragraph (B) above. 

(D) A presiding judge to be designated by the Chief Judge shall convene a 
conference in this proceeding to be held within approximately fifteen (15) days of the 
date the Chief Judge designates the presiding judge, at a hearing room of the F ederal 
Energy Regulatory Commission, 888 First Street, NE, Washington, D.C. 20426. Such 
conference shall be held for the purpose of establishing a procedural schedule. The 
presiding judge is authorized to establish procedural dates and to rule on all motions 
(except motions to dismiss), as provided in the Commission's Rules of Practice and 
Procedure. 

(E) The presiding judge shall advise the Commission, no later than 15 days prior 
to the refund effective date, in the event that the presiding judge has not by that date 
certified to the Commission a settlement which, if accepted, would dispose of the 
proceeding or issued an initial decision, as to the status of the proceeding and the best 
estimate of when the proceeding will be disposed of by the presiding judge. 

By the Commission. 

(SEAL) 


Linwood A. Watson, Jr., 
Deputy Secretary. 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


Before Commissioneis: Pat Wood, HI, Chairman; 

William L. Massey, Linda Breathitt, 

And Nora Mead Brownell. 

Avista Corporation Docket No. EL(H- 1 1 5-000 

Avista Energy, Inc. 

Enron Power Marketing, Inc. 

Portland General Electric Corporation 


ORDER INITIATING INVESTIGATION, AND ESTABLISHING HEARING 
PROCEDURES AND REFUND EFFECTIVE DATE 

(Issued August 13, 2002) 

1. In this order we are initiating an investigation into instances of possible 
misconduct by Avista Corporation and Avista Energy, Inc. (collectively, Avista)* and two 
afSliates of Enron Corporation: Enron Power Marketing, Inc.(EPMI), and Portland 
General Electric Corporation (Portland) (collectively, Enron) to determine whether the 
misconduct occurred and if so to determine remedies, inching possibly refunds and/or 
revocation of Avista’s and/or Enron's market-based rate authority. 

2. As discussed below, we will set the possible misconduct for bearing and establish 
a refund effective date under section 206 of the Federal Power Act (FPA), 1 6 U.S.C. 

§ 824e (1994), to provide for refunds should the hearing indicate that they are warranted. 

Background 

3. On February 13, 2002, the Commission directed a Staff fact-finding investigation 
into whether any entity manipulated short-term prices in electric energy or natural gas 


*Avista Corporation is a public utility. The utility portion of the company, doing 
business as Avista Utilities, is an operating division of Avista Corporation. Avista 
Energy, Inc. is Avista Corporation's marketing affiliate. 
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markets in the West or otherwise exercised undue influence over wholesale prices in the 
West for the period January 1 , 2000 forward.* 


4. On May 8, 2002, Comniission Staff issued a data request concerning various 
trading strategies of sellers of wholesale electricity and/or ancillary services in the United 
States portion of the Western System Coordinating Council during 2000-2001. The 
specific trading strategies were those identified in tirree Enron memoranda that were 
provided by Enron to the Commission in response to a data request* Among the sellers 
to whom the data request was sent are public utilities who were granted market-based rate 
authority by this Commission based on a finding that they lacked market power and there 
was no evidence of affiliate abuse or reciprocal dealing. 


5. On June 4, 2002, the Commission issued an order finding that Avista and others 
had failed to cooperate witii the Commission investigation and ordered those companies 
to show cause why their authority to charge market-based rates should not be revoked as a 
result of their failure to comply witii the Commission-ordered investigation.'* 


Discussion 


6. In a Commission Staff initial report, being publicly released concurrently witii this 
order,* Commission Staff states that it has obtained preliminaiy evidence that Avista and 
Enron may have engaged in some of the trading strategies, identified in the Enron 
memoranda. 


*Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, 98 EERC 61,165 (2002) (February 13 Order). 

*Two of the memoranda were dated December 6, 2000, and December 8, 2000. 
The tiiird memorandum is undated. The three memoranda and a follow-up data request 
are posted on the Commission's web page for Docket No. PA02-2-000, which is located 
at: htt p://www.feic.gov/electric/bulkDOwer/pa02-2/pa02-2.htm 

^act-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, 99 FERC ^ 61,272 (2002) (June 4 Order). 

*Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas 
Prices, Initial Report on Company-Specific Separate Proceedings and Generic 
Reevaluations; Published Natural Gas Price Data; and Enron Trading Strategies, Docket 
No. PA02-2-000, August , 2002. This report is available on the Commission's website 
at: http://www.ferc.gOv/electric/bulkDower/pa02-2/Da02-2.htm 
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7. In its answer to Staffs initial data request of May 8, 2002, concerning various 
trading strategies, Avista did not admit to involvement in any of the trading strategies. In 
response to the Show Cause Order, Avista now admits that, in a middleman capacity, it 
facilitated certain transactions identified by Portland in Portland's response to the May 8, 
2002 data request In fact, Avista states that it routinely acted as a middleman between 
affiliates such as EPMI and Portland in order to allow transactions to proceed which 
affiliates would be forbidden to undertake directly. Avista states that it did so as an 
accommodation to maintain good relations with common trading counterparties. In fact, 
Avista states that: "the Avista Utilities traders believed that they were performing a 
common industry function as an intermediary between two parties who are restricted in 
dealings to facilitate real trades and a robust and liquid market." Avista fully admits now 
that its own traders "did have questions about the transactions." 

8. While admitting that this was part of its standard business practice (that is, to 
facilitate transactions which were prohibited among affiliates directly), Avista made no 
attempt to go beyond the discrete transactions previously revealed by Poifiand. Avista 
argues that, because its tapes cannot be reviewed by electronic search methods, "there 
was no way for Avista Utilities to conduct any land of meaningfijl review of all, or even a 
portion, of the telephone conversations in its possession and no way to focus such a 
review." 

9. Avista asserts that the Commission cannot revoke its mariret-based rates without 
an investigation under Section 206 of the FPA and that the Commission cannot in^ose 
any form of sanction for Avista's failure to respond because the data request violated the 
Paperwork Reduction Act 

1 0. Avista claims that it was "used" unwittingly by Enron. However, this is not 
reconcilable with Avista's acknowledged practice of acting as an affiliate go-between as a 
routine matter. Nor are we convinced by its claim that, without electronic search 
methods, it is incapable of coming forth widi a fhorou^ analysis of its own activities. 

This response is in sharp contrast to many other entities that made a considerable effort to 
provide &11 and complete responses to the Staff data requests. 

1 1 . Accordingly, the Commission will institute a section 206 proceeding to investigate 
Avista's activities over the 2000-2001 period. This investigation will address the extent 
to which Avista engaged in or facilitated the trading strategies identified in the Enron 
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memoranda^ as well as the ciicmnvention of prohibitions on aftiliate sales, and the 
imposition of any appropriate remedies such as refunds and revocation of market-based 
rates. 

12. As noted above, in the Show Cause Order, tiie Commission found that Avista had 
failed to cooperate witii the investigation initiated in tiie February 13 Order and ordered 
Avista to show cause why its market-based rate authority should not be revoked. In 
response, Avista provided only information related to the transactions that were 
previously identified by Portland in response to data requests. Avista further indicated 
that if additional questionable transactions in which it was identified as a participant were 
reported by others, it would provide information if requested. Accordingly, we will set 
for hearing the issue of whether Avista has in fact provided all relevant information in the 
investigation and what the appropriate remedies for any failure should be, including 
whether Avista's market-based rate authority should be revoked. 

13. In cases where, as here, the Cotmnission institutes a section 206 investigation on 
its own motion, section 206(b) requires that the Commission establish a refund effective 
date that is no earlier than 60 days after publication of notice of the Commission's 
investigation in the Federal Register, and no later than five months subsequent to 
expiration of the 60-day period. In order to give Tnavinnim protection to consumers, we 
will establish the refund effective date at the earliest date allowed, ^ 60 days after 
publication of notice of initiation of the Commission's investigation in Docket No. EL02- 
115-000 in file Federal Register. 

14. Section 206(b) also requires that if no final decision is rendered by the refund 
effective date or by the conclusion of the 1 80-day period commencing upon initiation of a 
proceeding pursuant to section 206, whichever is earlier, the Commission shall state the 
reasons why it has failed to do so and shall state its best estimate as to when it reasonably 
expects to make such a decision. To implement that requirement, we will direct the 
presiding judge to provide a report to tire Coimnission 1 5 days in advance of the refund 
effective date or the conclusion of the 180-day period, whichever is earlier, in the event 
the presiding judge has not by the earlier of those two dates certified to the Commission: 
(1) a settlement which, if accepted, would dispose of the proceeding; or (2) an initial 
decision. The judge's report, if required, shall advise the Commission of the status of the 


^See supra note 3. 


^See, e,g,. Canal Electric Company, 46 FERC ^ 6 1 , 1 53 , teh'g denied . 47 FERC f 
61,275(1989). 
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investigation and provide an estimate of the expected date of certification of a settlement 
or an initial decision. 

The Cornmis-sinn orders: 

(A) Pursuant to the authority contained in and subject to the jurisdiction conferred 
upon the Federal Energy Regulatory Commission by section 402(a) of the Department of 
Energy Organization Act and the Federal Power Act, particularly section 206 thereof, and 
pursuant to the Commission's Rules of Practice and Procedure and the regulations under 
the Federal Power Act (18 C.F.R., Chapter I), a public bearing shall be held in Docket 
No. EL02-1 15-000, concerning the matters discussed in the body of this order. 

(B) The Secretary shall promptly publish a notice of the Commission's initiation 
of the proceeding in Docket No. EL02-1 1 5-000 in tiie Federal Register. 

(C) The refimd efifisctive date in Docket No. EL02-1 1 5-000 will be 60 days 
following publication in the Federal Register of the notice discussed in Ordering 
Paragraph (B) above. 

(D) A presiding judge to be designated by the Chief Judge shall convene a 
conference in this proceeding to be held within approximately fifteen (15) days of the 
date the Chief Judge designates the presiding judge,- at a hearing room of the Federal 
Energy Regulatory Cormnission, 888 First Street, NE, Washington, D.C. 20426. Such 
conference shall be held for the purpose of establishing a procedural schedule. The 
presiding judge is authorized to establish procedural dates and to rule on all motions 
(except motions to dismiss), as provided in the Commission's Rules of Practice and 
Procedure. 

(E) The presiding judge shall advise the Commission, no later than 15 days prior 
to the refund effective date, in the event that the presiding judge has not by that date 
certified to the Commission a settlement which, if accqjted, would di^se of the 
proceeding or issued an initial decision, as to the status of the proceeding and the best 
estimate of when the proceeding will be disposed of by the presiding judge. 

By the Commission. 

(SEAL) 


Deputy Secretary. 
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^^EXHIBIT#A-50a 
federal energy regulatory commission 

WASHINGTON. D. C 20426 


In Reply Refer To: 
OED-DRA 

Docket No. FAOO-29-000 

UCI 1 I 200] 


Transwestem Pipeline Company 
Attention: Mr. ^bert Chandler 
Director, Accounting and Reporting 
1400 Smith Street 
Houston, TX 77002 


The Office of the Executive Director (OED), formerly the Office of Finance, 
Accounting and Operations, has completed the audit of annual charges at Transwestem 
Pipeline Company (Transwestem). The scope of the audit was limited to examining the 
books and records of Transwestem relating to annual charges for the period January 1, 
1997, dirough December 31, 1998. 

The overall audit objective was to determine Transwestem's compliance with 
Commission accounting requirements and regulations as related to the calculation and 
assessment of annual charges under 18 CFR Part 382. Specifically, file audit verified the 
accuracy of the data reported in the Form 2. The audit validated die accuracy of the data 
through selective testing of invoices supporting the individual account balances of Gas 
Operating Revenues. In addition, we performed trend analyses of dekatherms reported, 
reviewed company internal controls, and examined procedures related to the preparation 
of Form 2. We conducted the audit in accordance with generally accepted government 
auditing standards as implemented by the Chief Accountant. 

The audit did not identify any instances of non-compliance requiring Transwestem 
to take corrective actions. 

The Commission delegated the audiority to act in this matter to the Office of the 
Executive Director under 18 CFR § 375.312. This letter order constitutes final agency 
action. Your company may file a request for rehearing with the Commission within 
30 days of the date of this order under 18 CFR § 385.713. 
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Transwestem Pipeline Company 2 

This letter order is without prejudice to the Commission's right to require hereafter 
any adjustments it may consider proper ftom additional information that may come to its 
attention. 

I appreciate the courtesies extended to the auditors. If you have any questions, 
please contact Mr. Timothy Smith, Project Manager, at 202-208-0918. 


Sincerely, 





John M. Delaware 
Deputy Executive Director 
and Chief Accountant 
0£Bce of the Executive Director 
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EXHIBIT #A-50b 


FEDERAL energy REGULATORY COMMISSION 
WASHINGTON. D. C. 20426 


In Reply Refer To: 
OED-DRA 

Docket No. FAOO-26-000 

OC'i 1 1 2000 

Northern Natural Gas Con^any 
Attention; Mr. Robert Chandler 
Director, Accounting and Reporting 
1400 SmiA Street 
Houston, TX 77002 


The Office of the Executive Director (OED), formerly the Office of Finance, 
Accounting and Operatioiis, has completed the audit of annual charges at Northern 
Natural Gas Company (Northern Natural). The scope of the audit was limited to 
examining the books and records of Northern Natural relating to annual charges for the 
period January 1, 1997, dirough December 31, 1998. 

The overall audit objective was to determine Northern Natural's compliance with 
Commission accounting requirements and regulations as related to die calodation and 
assessment of annual charges under 18 CFR Part 382. Specifically, the audit verified the 
accuracy of the data repotted in the Form 2. The audit validated the accuracy of the data 
through selective testing of invoices supporting the individual account balances of Gas 
Operating Revenues. In addition, we pmformed trend analyses of dekatiieims reported, 
reviewed company internal controls, and examined procedures related to the preparation 
of Form 2. We conducted the audit in accordance with generally accepted government 
auditing standards as implemented by the Chief Accountant. 

The audit did not identify any instances of non-compliance requiring Northern 
Natural to take corrective actions. 

The Commission delegated the authority to act in this matter to the Office of the 
Executive Director under 18 CFR § 375.3 12. This letter order constitutes final agency 
action. Your company may file a request for rehearing with the Commission within 
30 days of the date of this order under 18 CFR § 385.713. 
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This letter order is without prejudice to the Commission's right to require hereafter 
any adjustments it may consider proper from additional information that nay come to its 
attention. 

1 appreciate the courtesies extended to the auditors. If you have any questions, 
please contact Mr. Timothy Smifri, Project Manager, at 202-208-0918. 


Sincerely, 



^ohn M. Delaware 
Deputy Executive Director 
and Chief Accountant 
Office of the Executive Director 
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Jurisdictional companies are required to maintain their books and records in 
accordance with the Commission's Uniform System of Accounts (USofA). The USofA 
provides basic account descriptions and accounting definitions that are useful in 
understanding the information reported in the Form Nos. 1, 1-F, 2, 2A, and 6. 

In order to make the accounting regulations more accessible, the Commission's 
accounting requirements were extracted and reproduced here from the Code of Federal 
Regulations available on the U.S, Government Printing Office's GPO Access Web Site. 
The page numbers that appear in these files refer to the page numbers contained in the 
Code of Federal Regulations. The GPO updates these files annually. 

An official paper copy of the USofA can be obtained from the U. S. Government 
Printing Office, Superintendent of Documents, Mail Stop: SSOP, Washington, DC 
20402-9328; or call (202) 512-1800. Ask for the Code of Federal Regulations, Title 18, 
Parts 1-399. The accounting requirements for jurisdictional electric companies, natural 
gas companies, and oil pipeline companies are found at Parts 101 , 201 , and 352, 
respectively. 
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ORIGINAL 

SwibLER Berlin Shereff pRi^b^, LLP 

cFf IK ar T'ie’sfcbetar'i' 


Wasknctcn Ones 
3000 K STsm NV. Sum 300 
mwHNCTCK DC uxxn-5n« 
TZI0HOM OCZ) 424-7300 
F/CSUU (20n 424-7647 


98 AUG 13 PH 4:36 

FEiiU.Mu tilcRGY 
REGULATORY COMMISSION 

August 19, 1998 


NEvTtiucOmez 
919 Tkiu> 

New IfO«. NY 1C023-9999 
TaaniCNs ai2) 7S«-93co 
F/iCSOtHS ai2) 75S-9526 


The Honorable David P. Boergers 
Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, D.C. 20426 


Conunittee on G!overnmental Affairs 

EXHIBIT #A-51 


Re: AES Redondo Beach, LLC, Docket No. ER98-2843-000; AES Hantington Beach, 

LLC, Docket No. ER9S<2844<4)00: AES Alamitot, LLC, Docket No. ER98-28S3-000; 
Long Beach Generation, LLC, Docket No. £R98>2972-000; £1 Segnndo Power, LLC, 
Docket No. ER98->2971-000; Ocean \%ta Power Geseradon, LLC, Mountain Vista 
Power Generadon, LLC; Alta Power Genendon, LLC; Oeste Power Generation, 
LLC; Ormond Beach Power Generation, LLC, Docket No. ER98*2977-000 


Dear Secretaty Boergers: 

Enclosed please End an originai and fourteen copies of the "Prel.imipaiy Report on ISO’s 
Ancillary Services Market” of the Califortria ISO Market StuveilJance Committee prepared in 
compliance with the Commission’s July 17, 1998, Order in the above-identified proceedings. 

Also enclosed is a form of notice, in hard-copy and electronic form, and an addidonaJ 
cc^y of the letter. I would a pp r e c iate your having the addidonal copy stamped with the date and 
returning it to the messenger. 



(Enclosures) 




hrtp;//rimswebl. fere. fed. us/wcorinect/wc.dIl?rwsearch~PrintNPick 


EC 001207802 


8/28/98 
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ORIGINAL 


Market Surveillance Committee 
California Independent System Operator 

Frank A. Wolak. Chainran 

RoTrart Noyaus. Mambar 
^Shapiro, Member 


Memorandam 


To: Governing Board of California Independent System Operator 
From: Market Surveillajice Committee 
Re: Preliminary Report on ISO’s Ancillary Services Market 
Date: August 19, 1998 



Attached is the California Independent System .Operator (ISO) Market Surveillance 
Committee’s pr eliminar y report to the ISO’s Governing Board on the operation of the ISO’s 
ancillary services markets. 


This report is a preUminaiy one which the Committee may wish to supplement after 
review of public comments or on the basis of subsequently acquired data. 

The Committee requests that the Board make this report available to the public and to 
interested Federal and State Agencies. 


EC 001207803 


http './/rimswebl. fere. fed.us/'wconnect/wc.dll?rwsearch~PrinlNPick 


8/28/98 
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ORIGINAL 








'S/Ojf 


Prelixniiiaxy Report On the Operation of the 
Ancillary Services Markets of the California 
Independent System Operator (ISO) 

Prepared by the Market Snrveillance Committee 
of the California ISO* 

Frank Wolak, Chairman 
Robert Nordhaus, Member 
Carl Shapiro> Member 


August 19» 1998 


‘We wish to scksowledjc the mvshiible ouigbB of Jkzbcs BusfaaeU of the Univenity of CtUfomia Eaergy 
Institute ibout the opentios of these mukets. The Market SurveQlasce Unit of the ladepeodent Systos 
Opesator responded to onr nimeous data requests and provided other very useful assistance. Lastly, w« 
wish to thank Guy Ackeroian. Severin Boienstein. Fred Mobaabei, Robert Wilson, repiesentativos of 
Dnke Eoetjy, Dyneror, Pacific Gas Sl Electric, San Diego Gas A Electric, Soutbem Califonia Edison, the 
Management and Govemiag Board of &e ISO and participants at the Aug. 12* open nseeiag of the Market 
Surveillance Committee. 


EC 001207804 


hnp://riinswebl .fere. fed. us/wconnect/wc.dII?nvsearch~PrintNPick 


8/28/98 



393 


RIMS Doc ID 1877630 


Page 4 of 80 



Summary of Findings and Recommendations 

The Market Surveillance Committee of the California Independent System 
Operator has conducted a preliminary review of the performance of the ISO's ancillary 
services markets, and offers here recommendations for improving that performance. 
Further and more definitive recommendations must await additional market experience 
and further data analysis, as these markets remain in a state of flux. 

The Committee finds that the ISO's ancillary services markets do not yet operate 
in a maimer consistent with workable compednon. Compared to the Power Exchange 
(PX) and supplemental energy markets, prices in the ancillary services maricets do not 
fiuctuate in a manner that refieets changes in the underlying marginal costs of supplying 
these products. Ancillary services maricets have exhibited extreme price volatility, even 
during periods when demand was unchanged for long periods of time. The conditions are 
not yet in place to rely on these maricets to set efficient, cost-reflective prices. Prices for 
lower quality services such as replacement reserve routinely exceed the prices for higher 
quality services such as regulation. Often ancillary services capacity prices exceed both 
the power exchange and real-time energy price for the same hour. Until woricablc 
competition has been established, the Committee recommends that the ISO continue to 
utiliae a price cap for ancillary services. 

We have identified nine underlying factors contributing to the inefficient 
operation of the ISO's ancillary services markets: (1) some firms are subject to cost- 
based price c^s while others are allowed to cam market-base rates; (2) the demand for 
ancillary services has been higher than anticipated; (3) the amount of each ancillary 
service demanded by the ISO does not depend on market prices and these demands are 
not procured in a rational manner; (4) perverse incentives for generator bidding behavior 
have been created by reliability must-nm contracts; (5) the ISO has often purchased 
ancillary services seperately from small geographic areas, increasing the potential for the 
exercise of market power; (5) the ISO's dispatch practices have not been transparent to 
market participant; (7) the allocation of ancillary services costs to scheduling 
coordinators has been flawed; (8) suppliers of ancillary services from outside of the ISO 
control area have been excluded; and (9) the ISO's computer systems are still facing 
various software difficulties that are not yet fixed 

While we have not been able to precisely measure the relative significance of each 
of these problems, preliminary analyses do provide some insights. The quantities of 
ancillary service purchased have far exceeded the levels at which they have historically 
been acquired. High demand is not a direct cause of the market irregularities, but the 
substantial quantities acquired appears to have increased the impact of the other factors. 
Prices for ‘inferior’ ancillary services have routinely exceeded those for 'superior' 
services. The lack of substitution in the consumption of these services therefore appears 
to have significantly impacted the cost of acquiring them. Lastly, it appears that RMR 
copntracls are not doing much to reduce market power problems, and are most likely 
contributing to them. Our preliminary results indicate that RMRs provide an incentive to 
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withhold generation cs^acity &om these markets. 

The Committee recommends to the ISO the following specific remedies to enable 
the ISO's ancillary services markets to become workably competitive: (1) adopt rational 
and transparent purdiasing practices for asdUaiy services, seeking additional regulatory 
flexibility as needed; (2) revise and supplement the reliability must-run contracts; (3) 
support the move towards maiket-bas^ rates for all market participants, using the 
requirement that owners of significant amounts of g eneration c^>aci^ sign financial 
contracts for diiTcrences to mitigate foeir Incentives to exercise marktt power in these 
markets; (4) retain the authotity to impose a "damage conirol* price cap and exercise that 
authority until these markets are demonstiably competitive; (5) purchase anciUary 
services using a state-wide aoction. using reliabtliTy must tun constructs to supplement 
zonal shor tfalls in capacity fiom this maiket<le3nng mechanism and (6) revise 
purchasing protocols to help reduce the need for regulatioa services. 
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1. Introduction 

This fepoit sumaxamas the observatioas and recomm«£ktioas of the mariaS 
surveillance ccmmictee (MSC) of the Califbtma Indepcndaat System Operator (ISO) 
concerning the current design and operadoD of the ISO’s ancillary services markets. On 
Jrnie 30, the Federal Energy Regulatory Commissioa {FERQ granted pensission for 
three generation units owned by AES Coiporation to earn market-based rates (or the sale 
of ancillary services in California. Similar permission was subsequently granted to other 
generation units recently divested from the incumbent investor-owned utilidcs. Over the 
following weeks, these markets experienced enormous price swia^ within and across 
days. On July 1 7, FERC rejected the request of the ISO and other market participants to 
stay FERC’s decision granting these firms market-based rates, but upheld the ISO's 
authori^ to set a maximum price at which it will purchase ancillary sdrvices (the “price 
cap"). The July 17 order also requested that the market surveillance committees of both 
the ISO and the California Power Exdiange conduct an independent review of these 
maricets. 

This document provides a qualitative description and analysis of the ancillary 
services maricets. The short deadline for preparing the report and initial software 
problems associated with extracting the large amounts of necessary data fiom the ISO’s 
internal databases prevented the MSC from undertaking a comprehensive quantitative 
analysis of the performance of t hrnS e markets over the momhs of June and July. To 
supplement its data analysis, the MSC and the ISO’s market surveillance unit conducted 
joint telephone interviews with representatives from the taajority of the large market 
parridpants to understand their perspective on the shortcomings of the current design and 
operation of the ISO's accillary services markets. In addition, an open meeung of the 
MSC was held on August 12* to solicit fiirthcr Irqsut from market participants and odier 
interested parties. We are grateful to these individuals and organizations for their 
vaiuab-Io input. Our report is based on the empirical analysis ofxnarketdata wehave been 
able te able to perform up to die present time, input from market participants, and our 
discussions with the staff and consultants to the m^et surveillance unit of the ISO. 

This report identifies several factors that we believe have created problems with 
these markets that have been much more severe than those experienced in the energy 
markets of both the ISO and the PX It is important to note that significant changes have 
taken place in these markets during the last month, and these markets remain in flux. 
Thus, any analysis of ancUIaiy-services markets in California at this time must be viewed 
as preli minar y Both the market surveillance comininee and the market surveillance unit 
of the ISO are continuing to perform fiixtber quantitaiive studies. The MSC is currently 
undertakmg more detailed analyses of the vast amounts of data now available from the 
ISO’s Market Surveillance Unit We are hopeful that these ongoing studies will shed 
furriier ii^t on the pcifomance of these roaikcts, the reladve significance of the various 
factors identified below, and on the potential benefits of the proposals discussed in this 
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report We und^tand that an opportunity will be provided for public comment on this 
report The Committee intends to review those comments and to revise or supplement 
this report as appropriate. 

It is not our intention in this rqjort to attribute “blame” for the recent market 
disruptions to any firm or set of firms. Such an assess m ent would, among other things, 
entail a detailed examinafion of bidding behavior that we have not bad the time, 
resources, or, until very recently, the necessary data to perform, .^iditionally, beca u se 
the market is continuing through a transition period, it would be premature to state that 
any firm has achieved “sustainable” market power. We also do not claim to provide an 
exhaustive list of the individual problems that plague these markets. There are many 
implementation difficulties, notably technical and software problems, that we do not feel 
qu^fied to comment on at length. We are instead trying to assess the overall functioning 
of the market This report therefore focuses on what we feel to be the major problems 
relating to the design, implementation, and regulation of these markets. . 

The committee vwshes to reaffirm its confidence that properly functioning market 
processes can effectively set prices in the electricity industry. At the same time, we also 
recognize that in the process of assembling a complex set of interactive market protocols 
under short time deadlines, serious flaws are almost inevit^le. Some of these flaws can 
result in market disturbances that, at times, make necessary some form of intervention 
into the market. The hope of this committee, and most all market participants, is that the 
most serious flaws can be corrected as quickly as possible, tiiereby greatly reducing the 
need for miervention. The Committee would like to emphasize, however, that the a true 
market system in electricity, as in telecommunications and other industries undergoing 
the transition from regulation to competition, cannot be achieved overnight; during the 
transition period, dangers arise if some participants are afibrded the flexibility we 
associate widi the market system while others remain subject to restrictive rules. 

In Section 2, we provide an overview of the ISO ancillary services market design 
as it was originally conceived. We also point out that the implementation of the ISO’s 
markets has differ^ from the intended d^gn in several significant ways. In Section 3, 
we give an overview of the ancillary services market performance over the period of its 
operation, breaking out three distinct time periods for our analysis. Section 4 analyzes the 
structural problems that have plagued these markets and contributed to the di^culties 
experienced in these markets to date. In Section 5, we present several proposals for 
revising the design and implementation of these markets. Section 6 offers conclusions. 
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2. Design Philosophy of the ISO’s Electricity Product Markets 

la this section we descnbe the anciUaiy services product oiarkets that are operated 
by the ISO. We focus here on the intended operation of these maric^ i.e., die way these 
markets are described in the ISO tariff and protocols. In fact the operation of these 
markets currently differs horn the intended design in several important ways. The impact 
of these differences will be the focus of later sections. 

The California ISO has responsibiU^ for implementing and monitoring markets 
for several products. Electrical energy Is not, technically, one of those products. In 
theory, the ISO’s role is one of “gatekeeper” to the underlying central market for 
electrical energy. As the gatekeeper, the ^O is responsible for assuring that all 
qualifying traders have access to whatever suppliers and customer of eieettieity that foey 
wish to transact with. In the process of provhimg sxich access, the ISO is responsible for 
acquiring a variety of reserve, or “ancill^ services,” monitoring and billing traders that 
consume these services, and operating a de facto market for transmission congestion 
management. In this report we concentrate on the ISO's responsibilities for acquiring, 
dispatching, and charging for ancillary services. 

The focal point of the ISO operations is in many ways the market for energy 
“imbalances,” The term imbalance refers to a discrepancy between the amount of energy 
a trader, or scheduling coordinator (SC), has told the ISO in advance it will provide or 
consume, and the amount that it actually supplies or consumes in real>time. That is to 
say, any power chat was supposed to be provided by an SC. but was instead procured by 
Che ISO, is billed to that SC at the going rate for imbalances. In this sense, the imbalance 
market can be viewed as the true ^ot market for power, since it represents the 
instantaneous cost of procuring the commodi^ electrical energy. 


2.1. Aneiilary Service Markets 

The ISO is responsible for acquiring or monitoring the acquisition of 6 ancillary 
service products. These products and the corresponding service requirements arc listed in 
Table 1. 


Market Surveillance Committee Report,. Page 3 

EC 001207810 


hnp;//rimswebl. fere. fed. us/wconnect/wc.dIl?rvvsearch~PriniNPick 


8/28/9S 



399 


RIMS Doc ID 1 877630 


Page 10 of 80 



Product 

Perfonnanee Requirement 

Proposed Qaantity Supplied 

- 

Reguladoa Reserve 

Lustanttneous: autcmtnnily 
eoatroUed by tbe ISO 

Operaur’s disetedea 

Historicany about 3% of load 

- 

Spuming Reserve 

rtw-itng produce witbia 10 mto 

Sun of both spin sources 
equab approximateiy 6.7% of 


Noo-^inaing Reserve 

Off-line, produce within 10 nun 

load 

- 

Replacement Reserve 

1 hour 

Differencs between scheduled 
and ISO forecast demand' 

- 

Voltage Support/Reaedve Supply 

As needed 

As tttcded 


Black Start 

WSCC standards 

WSCC standards 


Table 1: AodDary Service Products 


Of these six ancillary sovices, the last two, voltage support and black start, are 
not acquired through a day-ahead hourly market-clearing process. These are instead 
procured through a longer term contracting process. This could be an option for some of 
the other services, as we discuss later. In this report, we will focus on the other four 
services. On the day before these services are required, the ISO holds auctions for each 
service, determining a market-clearing c^)acity (S/MW) price for each. Thus, in theory, 
successful bidders into these markets wiU be rewarded for making edacity available to 
the ISO to provide power under certain conditions and requirements. Successful bidders 
into each of these markets may or may not in fact be called upon to provide energy. As 
we will discuss later, the conditions unda which units bidding into the spin and non-spin 
markets may be called to supply imbalance energy arc currently somewhat ambiguous. If 
these units are called upon to provide real-time energy, suppliers to the spin, non-spin, 
and replacement reserve markets are paid the imbalance energy price for any energy that 
they provide. This payment is in addition to the capacity payment they receive for 
making their capacity available to the ISO. Due to metering and software limitations, 
suppliers of energy into the nsgulatioa marlmt cannot set or earn the imbalance energy 
price for any energy that they provide.* Suppliers of regulation energy instead earn the 
Regulation Energy Payment Adjustment (R^A), a dollar per MW of regulation edacity 
bid payment that is set according to an estimate of the energy provided by each supplier.* 


' Uadi reentUy. the ISO capped to repLicemcot reserve purebaxe ai 1000 MW. 

* This is a departure ftom (be origioal design of tbe regulation Enarket. 

* Proposed Arnendmeat 3 to ISO Tariff filed \&y 19, 1998. cooditiooally accepted June 24, 1998 in Order 
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Suppliers bidding to provide any of these four ancillary services must satisfy 
various technical operating characteristics for each of these markets. Bidding in each 
market consists of a edacity price (S/MW) and a schedule of energy price (S/MWh) and 
quantity (MWh) bids. In selecting &e “winners” of each market auction, the ISO selects 
suppliers in increasing order of their capacity prices ignoring, their energy price bids.* 
The market clearing ancillary service price paid to all winning bidders not subject to cost» 
based price caps is set at the capacity price bid of the last bidder whose edacity is 
accepted. Those winning bidders subject to cost-based price caps are currently paid their 
bid price for the qtiantity of each ancillary service that they supply to the market. An 
important feature of the operation of these markets is that although Snns submit their 
bids to all of these ancillary services markets simultaneously, the markets 'dear 
sequentially, with regulation first, fotiowed by spin, non-spin, and finally, replacement. 
All four markets are cleared and bidders are told the market clearing prices and bow 
much of their capacity was accepted for each market hi this sequential market-clearing 
process, capacity that is won in a previous auction is subtracted out fiom the capacity that 
is bid into the subsequent markets. For example, if a pardcipant bids 100 MW of a 
generating unit into regularion and 200 MW into spin and wins 50 MW in regulation at 
the regulation bid price, then 200 MW - 50 MW « 150 MW is actually bid into the spin 
market at the spin bid price. If SO MW is won in the regularion market, then only 120 
MW is actually bid into the spin market at the spin price. If 100 MW is bid into 
regulation and 50 MW is bid into spin, even if none of the 100 MW of bid into regulation 
is taken in the regularion market, only 50 MW is bid into the spin maricet. The impact of 
this feature of the current market<learlng protocol on the efficiency of the ancillary 
services market will be discussed later in diis report. 

A final important feature of the az^illary services markets that affects the 
incentives of bidders in these markets is the mechanism used to pay for ancillary services. 
Currently, the ISO charges SCs for their share of the total costs of the four ancillary 
services procured fiom these four markets based on each SC's share of total scheduled 
energy. However, the cost ancillary sovices provided tmder as RMR contract is charged 
to the trarumission company lock to that facili^. This difference in the payment 
mechanism for ancUlaiy services based on whether or not they are purchased through the 
maiket or under an RMR contract should affect the incentive of generating companies 
differentially depending on the amount of transmission fvilities they owns and whether 
they are a net demander or supplier of electricity. 


Accepcioa Propoud TirifT Ameadtoeot for Filing. Providing Clvifluboa ud Guidance, 33 FBRC 51 309. 

* When then is i capacity price tie for the right to provide ancillary service capacity, instead of 

the producer wiUi the lowest energy price, ^ capacity award is allocated equally among all producers 

involved in the tie. 
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2J,. Imbalance Esergy Market 

C^wntioQ ef the imbalance energy market, while not tecfanicaily an. ancUlary 
service market, nevertheless constitutes an important commercial fenciion of the ISO. 
The imbalance energy price is, in practice ihoogh not in name, a spot price fer energy in 
the ISO ^stem- The imbalmice price, which is calculated at 10-minute iatmvals, is the 
only energy price set through ISO maritet processes. This jsice is used to settle 
deviations from scheduled supply and demand: those providing extra supply* (or reduced 
demand) will earn this price and those providing extra demand (or under supply) wiU pay 
it.® 

The ISO acquires energy from any one of five sources: from die four hourly 
ancillary serdees markets, and from stq>plieia who bid to provide “supplements’* to their 
day-ahead energy schedules. As described earlier, supplien who have committed 
capacity to one of the ancillary service maritets, excepting reguladoh, and wte also 
produce energy, receive the imbalance energy price in addition to their respective 
ancillary service capacity paymmt. Supplien who povide energy through supplemental 
energy bids receive the imbalance energy pajroent only. 

Each ancillary services frovidcr will have submitted bids to supply energy from 
its anc i llar y service capacity. Other generators may submit energy bids for the 
imbalance market through supplemental energy bids. The ISO combines these energy 
bids into a system-wide bid-curve for in crem ental energy.’ If addidonal mergy is nee^fod 
in real time, the ISO will dispatch, subject to technical operating constraints on the units, 
the unit with lowest energy bid tlut is cuireidly available, thereby moving “up” the bid 
stack. Generation and demand that has already been scheduled can also submit 
*‘decrem«ital'* adjustment bids to be used in the event that supply exceeds demand is real 
time. A decremental bid represents a price that a generator or load source would pay to 
the ISO in exchange for the right to either reduce supply or increasa demand. When 
supply exceeds demand, &e ISO calls on the highest priced decr e mental bid to restore 
balance. The I O-ainute imbalance price is set at foe price of foe last, or marginal, unit of 
supply or demand that was called on to edjust its schedule. In foe case of usdersupply 
this would be the highest incremental bid t^en. In foe case of oversupply this would be 
the lowest decremental bid. All instructed deviations from a geoeraior’s schedule, those 
ordered by the ISO in real-time as it moves up or down foe supplementary energy bid 


* The dUTereoce betwees scheduled usd sctual sq^ply wiU >ho Rflect u updutai scaling ^.or to aceouac 
-for nosmusion losses. Supply sdjusCDCDa for nnsmisnCB loues trs div-igsed in more deoil helow. 

* Although foe imbclaiKe price is updattd every 10 numites. the rystem is biniily capable only of tracking 
unbalisce ^ntiiia ooce an hour. The settleaeas charges currestly ace thus based upon ibe average of 
Uu six aa bt U ace ^c« from each hour. 

’ We assume, for simplicity, there is so congestioa. If there b eengcitioo in ibe real>tune madeet, then 
prices are set on a zonal basis. 
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stack, are settled-ai the lO-rainute price in force when the instruction was given to the 
geaemor. Ali ggncrators supplying electrsciQ' during a given how can aho make 
uninstructed deviations &om thrir schedules in real-tinjc for economic or unit reliability 
reasons. However, the ISO is only able m measure deviations &om houriy generahon 
Currently, these hourly uninstructed dcviarions up or down relative to a 
genwamr’s hourly sci»duie are settled at the average of the six Id-miaute prices relevant 
for &3t hour. This price is referred to as the Iwurty real-time energy price. 


13. AsdHary Services Market Prices Under Ideal Ceoditioiis 

Before describing the market outcomes experienced to date in the ISO’s ancillary 
services maikets, it is useful to consider what we would expect the relationship between 
the prices is these various markets to be under ideal eucumstasces. By *Tdeal ^ 
cifcumsUmees,*’ wc mean at least five specific cooditions hold: (1) no mwket participant 
has market power; (2) transactions costs are minimal; (3) suppliers and consumeni are 
risk neutral; (4) there are no physical, regulatory, or sofrware-based entry barriers that 
restrict the pool of potential suppliers in any of these individual markets; and (5) tlK SO 
has the flexibility to act as a rational buyer, including tiie authority to enter into contracts 
with suppliers to serve its anticipated needs for ancillary services. We stress that tiiese 
conditions represeat ideal circumstances, and are unlikely to be fully met in practice; 
however, we are coofidem that the closer actual conditions in the ISO's ancillary services 
markets come to these ideal conditions, the greater is the likelihood that these markets 
will bring the full benefits of competition to California electricity consumers. 

Under these ideal conditions, we would expect prices in each of the ISO’s markets 
(as well as the PX) to equilibrate so that suppliers to any of one these markets would 
expect Co cam roughly the same amount of variable profit (total revenue less total variable 
costs) regardless which market they choose to bid their generating capacity into. Thus, 
unda idea] circumstances we would not expect any significant arbitrage o pport u nities 
between tisesc markets from shifting generating capacity across these maikets witltis die 
day and across days. 

Ihder these conditions, the equilibrium capacity price for supplying non-spinning 
reserve and replacement reserve should be very close to zero if two additional conditions 
are met. These are: (I) the facilities supplying capacity in these two reserve maikets and 
generators bidding into the supplement^ energy market are both dispatched in the real- 
time energy market according to their energy price bids only* and (2) there arc bids made 
into the supplemental energy market.* If one cf these ancillary service prices w 


* Then may be acme vkLhioaal cou to seUias ml-Ciiiie CBsigy by tint rupplytng apKsty to the socUlary 
servica surket u ^poaed to lis^Iy biddmg ioto the ruppieoiestal eoetjy surket. Tbese coso would be 
redectsd ia ibe reserve npacicy prices, buc do not tppetf to be nssiHcaat 

*tlQiIkc the i>V8 cooditigss listed sbove, these cooditioas ue ones met usder euinsj miiket opendotu. 
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substantially greater than zero, we would expect generators bidding into the supplemental 
energy market to instead bid nta the high-priced reserve market. This is because 
generators can seE imbalance energy through both the reserve maritets and supplemental 
energy bids on a roughly equal footing. A generator could therefore earn a significant 
capacity price in addition to the same expected imbalance energy sales by moving its 
capaci^ fiom the sapplemratal energy market to the replacement raer^ martet Has 
process would continue until them were either no more generating uaio willing to bid 
into the supplemental energy market, or tiic market-clearing capacity price in both of 
these markets is close to zero. In fact, under tfiese conditions, only a shortage of capacity 
Of the exercise of market power asuld keep the price of these reserves substantially above 
zero on a regular basis. 

If these i<^ circumstances did hold, and there were no market power detected in 
some of the naricets, then the potential for any firm to exercise market power would be 
minima! m al! of &ese markets. In other words, if there were Uttlc or ho market power, 
deteaed in the PX or imbalance energy market, there should little or no market power in 
the ancillary services markets. However, over the last month or so, just the opposite has 
been the case. While it is too early to make a final determinttioR about the 
competitiveness of the energy markets.* it is clear that prices in the energy markets have 
not risen as far. or as consistently, above estimates of mar^nal costs as they have in the 
ancillary service markets. 

Specifically, prices in the anciEary services markets routinely fer exceed the 
prices in day-ahead energy market operated by the Power Exchange and the real-time 
energy market operated by the ISO. This occurs despite the lact that the cost of providing 
ancillaiy services capacity from a generating unit is presumably less than the cost of 
providing energy from that same unit. Recall that the ancillary services capacity payment 
requires a unit to stand ready to produce electricity with some time lag, whereas selling 
into both the PX and die real-time energy market requires the plant owner to actually 
produce electricity. In providing some reserves, particularly regulation, units can suffer 
considerably more wear and tear than they would providing energy at a constant level. 
The provision of regulation and spinning reserves also entails operating a unit at a level 
below it most efficient output poinL We therefore cannot predict exactly what the 
relationship between andltaxy services prices and energy prices should be, even under 
ideal conditiotu. It is reasonable to assume, however, that the price of regulation md spin 
should be somewhat related to the real-time price of energy. The price of non-spin and 
replacemcot reserve, which do not require the generating unit to be running during the 
hour lu edacity is made available, should be lower than the price of regulation and spin 
and often approach zero. 


'* ia esaay ekxckity mukea uouod 4>« worid. severs natrkrt powr probleau tis 6nly experieaced 
<hjxiQg tuoes of bigb dnnxixl. Tbe California madeet hat osly rxeotiy eotsrsd ia bisbeit period, 

and eoe^ priees have nsen rsther quickly. Therefore a full aisessaieat of asy cuiiksi power pr^lenu 
will require observing tbe behavior of the market throughout tbit period of high demand. 
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Tlierefor^ oae indicatioa that the ancillary services markets may not be 
functioning as well as they could be would be very high prices for non*spin and 
replacement reserve. Fur&amore, we would expect the prices of the ancillary services to 
reflect tiie relative costs of providing those services. As we discuss below, it is 
reasonable to rhnt the costs of providing ancillary services is declining with the 

'stand-by* requirements imposed by providing those services. Pioviiting regulation 
should therefore cost more providing spinning reserve, providing ^in sh o uld cost 
more than providing txsa-spin, and providing non-spin should cost more than providing 
replacement. In a properly functioning market, prices for these services should follow the 
same pattern. 
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3. Performance of Ancillary Services Markets 

Price movements in maricets have &llen into at least three distinct periods. 
The first period, March 30 to June 30, was dominated by regulatory effects. The second 
period, roughly June 30 to July 13, was characterized by severe price volatility and 
confusion while prices during the last period, fiom July 14 to the current date were 
clearly influenced by ISO imposed bid caps. We will discuss each period more detail 
below. 


Date 

Event 

March 30 

Market opcoi. 

May 20 

Rcgolatwa Energy Payoaeac At^ustmetu (ItEPA) is impienxsted for legitlaeoa 
energy. 

June 10 

Order imed for new cost-based niss for some divested osits. 

June 30 

A£S granted markel'based rates, all firms made eligible for market-based rates 
on repbcemsnc reserve. 

July 10 

Dyaergy and Houston Iruhumes gruied market-based rates. 

July 14 

S500 price cap ittftosed by ISO on all ancillary scvices. 

luiy 24 

ISO pnee cap revised to 52SQ. 

August 6 

ISO begma accepdng bids for spio, non-rpis aod replacement for units out of 
the ISO control area. 


Table 2: Important Dates in the Ancillary Services Markets 


Because the ancillary services maikets firom March 30 to June 30 were dominated 
by the widespread impcsidon of cost-based caps on the prices received by firms bidding 
into these markets, there is very little difference in the perfonsance of these markets 
across months during this time period. Consequently, we reduced the length of our pre- 
maiket-based rates control period to June 1 to June 30. All figures presented in the 
remainder of this report are for the following three time periods; (1) June 1 to June 30: 
prior to the granting of market-based rates; (2) July 1 to July 13: market-based rates 
granted for some participants; and (3) July 14 to July 3 1 : imposition by the ISO of a price 
on ancillary services. 

Ancillary services are often procured oo a zonal basis because of anticipated 
congestion between North and South of Path 15 (NPI5 and SP15). This process often 
results in different prices for each service for the two geographic zones. We therefore 
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present separate plots for the prices of the four services North and South of Path IS. AH 
of plots di«ussed in this section have the same scale on the vertical axis for each of there 
time periods in order to maLb it more straightforward to assess whether there are changes 
in houT’tn-hour or day-to-day volatili^ of a given tnagmrude across the three time 
periods. 


3.1. Basle Data on Market Performance 

Figures I and 2 present plots of the hourly pnesr North and South of Path 15 
0^15 and SP15), respectively, in the four ancillary services markets broken down by oxu" 
three time periods. We truncated the scale of these plots at S2SQ/MW in order to better 
reveal the movements in prices over time tn the SO to S50 range. Values in excess of 
S250 are simply plotted as $250. Thus, the Figures do not show the sequence of prices 
from Hours 14 to 18 in the Replacement Reserve Market on July 9 of $2,500, $5,000, 
$5,000, $5,000, $750. They also do not show the price sequence in this same market for 
Hours 14 to 18 on July 13 of $9,999, S9W. $9,999, and $9.999.'‘ Across the top of each 
graph we plot an indicator variable, CONGESTION. The hours that this variable appears 
at the top of each plot as a “+" denotes those hours when ancillary sovices were procured 
on a zorial basis. 

Figures 3 and 4 present plots of the hourly funnri/ier purchased of the four 
ancillary services for the three time periods for North and South of Path 15, respectively. 
Once again, the indicator variable, CONGESTION, shows those hours when ancillary 
services were procured on a zonal basts." 

Figures 5 and 6 present hourly bid sufBdencies for our three time periods for 
North and South of Path 15. We define *^id sufficiency’* as the total capacity submitted 
in a given hour divided by the ISO’s total needs during that hour, measured in percentage 
tezms. A bid sufficiency value of 100% indicatat thaz/ur; enough capacity was bid to 
serve the ISO’s needs. A bid sufficiency value of less than 100% indicates that the ISO 
was unable to cover its demand for that ancillary service from bids submitted to the 
market. A bid sufficiency value of 1000% indicates that ten times as much capacity was 
bid into the market as the ISO required. Following our convention for plotting extremely 
large values of variables, we truncated the vertical axis of our plots at 1000%." 


“ lacreuiug the scale gf (be gnphs Co iochide tbeae values would completely obscure aay movet aea a ia 
prices in the SO>SSO nuge. which contains tbe vast majority of the prices. 

" Data for June 10 for the hourly quantities demanded for all lacillary services were missing from the data 
set provided to us by ^ Market SurveiUince Unit of (he ISO. We chose (o plot all of these quantities as 
zero for all for markes for all hours that day. 

" lofonoadon is lost by this tiuncaooa, smee during many hours, esonnous bid sufScieocy values 
occurred. These hours appear in the graphs as a value of 1000 in order to better illustrate (he variahoB in 
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There are several general features of these graphs that are worth noting before we 
focus on features unique to the three time periods. First, except for tte Noph of Path 15 
price graph for the Sme pmod July I to July 13, there is a tremendous amount of price 
volatility in these TnatV«^-< This is true for all of tiie markets. For ecample, on Hour 13 
of July 9, the hour before the price of r^lacensent reserve hit S250<1/MW South of Path 
15, the markfi* cleared at a price of Sl/MW, despite the £ud that the ISO sou^t 500 MW 
of repl^emetts reserve for hours of the day. On July 13, dre price of Rep i aca m cit 
Reserve in Hour 17, the hour imincdiately following the string S9999/MW prices, was 
SO.Ol^W. 

In order to illustrate the amount of price vol^Ety in diese markets, in Figures 7 
and S we constructed a histogram of prices in each of these markets for each of the three 
dine periods for North and South of Path 15. These histograms give the frequency with 
which prices in of the four markets fall mto the four ranges: SO to $50, $50 to S150, 
$150 to S2S0 and greater or equal to S250. The striking feature of these histogram is ' 
the almost complete lack of prices in the intermediate, but by no means Iow>priced, range 
of $50 to $150. For all markets and time periods except toe non-spin maxket South of 
Path 15 from July 14 to July 31, this range of prices contains the smallest fraction of the 
total numl»r of prices for that time period. 

The second feature of these plots is the relatively small amount of variation in 
demand across hours In the day far the spin, non-spin and replacenwait reserve market. 
For the r^laccroent reserve maiket, the quantity purchased both North and South of Fato 
15 was 500 MW for every hour of every day from June 1 to July 10, From Jidy 15 to 
July 28, 250 MW was purchased for evay hour in each zone. The quantity demanded of 
both spinning and non-spinning reserve fiuctuaies very little throughout the day, and the 
pattern of demand is very similar across days. 

A third feature of these graphs, which we discuss in more detail below, is that the 
demand for regularioo reserve is extremely variable across hours ia the day and across 
days. On most days, the hourly demand more than doubles from it lowest value of the 
day to the highest value of toe day in both congestion zones. During some days the peak 
demand is more than three times toe value of the lowest demand for the day. Reasons 
offered by the ISO operations staiT and market participants for this unexpectedly large 
danand for reguladon reserve will be discussed later in this report. 

The final feature common to these graphs is toe volatility in bid sufficiencies for 
these markets across hours of toe day. Although the average values of bid sufficiencies 


bid sutficieoda tround the very importSBt 100% level locreasmi the scale on tbe vertied axis to capture 
vihiM of hid sufficiency oo tbe atder of 3.000% would imke the yr^ph virtuaJJy useless for discerning »ay 
eoovgmcno in bid sufficieocie* trouod (be iOOH vahie. For tbe sanv mmsoa that we hid to set lbs 
tyii nffrie s of each sncilUr y service equal aa zero on Jtme 10 in Fisurea 3 and 4, is these Figures we set tbe 
values of bid sufficiency equal to zero for til bounind ourketi on June 10 because this infonsadon wu 
missing from tbe data provided to us by the Maiket Surveilliace Unit of tbe ISO. 
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tend to increase across the three time periods for both North and South of Path 15, this is 
due primarily to the tremendous increase in the volatility of the bid sufficiencies across 
the three time periods. For example, in both North and South of Path 15, from June 1 to 
June 30, the maximum bid sufficiency never exceeded 800%. However, immediately 
following the extremely hi^ prices in the Rqilacemeni Reserve maricet on July 9, bid 
sufficiencies far in excess of 1000% began to occur in this market, although periods when 
there were insufficient bids submitted to this mariret still occurred during the latter pact of 
July. We now turn to the features of these plots that are unique to each time period. 


3.2. June 1 to June 30: Prior to the Granting of Market-Based Rates 

From the opening of the markets on March 30 up until the FERC order on June 
30, the maikets were characterized by chronic shortfalls of capa c ity offered and extensive 
dispatch of units under Reliability Must-Run (RMR) contracts. This is shown by the 
large number of hours the bid sufficiency numbers were below 100% for this time 

period both Norfo and South of Path 15. Because all firms bidding into these markets 
were under costs-based caps during most of rhia time penod, the bid of the highest-priced 
unit dispatched in each hour was in the range of S5 to SIO per MW. It is important to 
remember that these are "maritet prices” in name only, because each firm was eligible to 
receive, at most, its cost-based bid-c^. For example. If this market price is SIO and the 
price of another unit is S8. then that unit is dispatched and paid its price-cap of $8. 

despite the fact that some suppliers may be receiving a price of SIO for their capacity. 
Because of software constraints, the ISO currently pays participants subject to a cost- 
based price-cap their bid price as opposed the price-cap so long as their bid price is below 
the market price for that hour. 

On June U, one newly divested unit became eligible (pending review and subject 
CO refund) for a cost-based rale of S244.60/MW for ancillary services. The pattern of 
prices in Figure 1 reflects this change. Following this date, prices at or slightly below 
S244.60/MW frequently occurred both North and South of Path 15. 

It is important to remember that the prices reported for these services do. not 
accurately reflect the true per-unit average cost to the ISO of procuring its ancillary 
services needs. This ts partly because a firm subject to cost-based rates that is supplying 
ancillary services receives only its cost-based rate, even if the market price is higher. 
Furthermore, there was considerable reliance by the ISO on units called under RMR 
contracts during this period. According to tnfonnacion provided to us by the Market 
Surveillance Unit of foe ISO, some units can cam over S4, 000/MW under their RMR 
contracts for providing these ancillary services, although foe vast majority of RMR 
capacity has reliability payment rates less than J500/MW. Because of these very high 
reliability payment rates, RMR costs were sometimes considerable. The Market 
Surveillance Unit also reported that although payments to suppliers through the auction 
market are currently much higher than they were during foe first three months of ISO 
operanon, payments made under RMR contracts are now somewhat lower. 
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We have hoped to detmniae the relative «3St of purchasing additional anciUary 
services capacity from RMR contracts versus the maiitet, and hew these two cosS have 
chang ed ovcT Hme as morc obtain inarfcct-based rates and tite price-cap on axudUazy 
services has been changed from $50CyMW to $250/^^. We were tmabie to obtain data 
from the ISO on the use of RMR units over any of our three tinw periods, and were 
frierefere tmidjle to perferm this analysis. 'Tiiis a a very important threction &r fiiams 
study that we would lUte to pursue. This analysis will provide an estimate of the 
magnitude of dw ineStcienctea b the maritet for mcilliy s^idces caused by the 
existence of attractively priced (from foe generator’s perspective) RMR contracts th^ can 
be used to provide aicillary services if there are iosuSciest bids is foe maxitec to steel 
demand. This analysts will provide valuable Ix^ut into process used to determine the 
level of a damage control price cap on the prices of all ancillary services. 


34. July 1 to duly 13t Some Market-Based Rates bat No ISO Price Cap 

For the period luly 1 to Juh/ 1 3, foe KO decided to procure ancillary services on a 
aanai basis for all bjurs and all days. Note that foe CONGESTION infocator ^cars at 
the top of the price and quantity graphs for all hours during this time mtavai. Zonal 
purchase of ancillary servicee led to very low prices for all andlla.'y services and very 
little price volatility North of Path IS. However, South of Path 15, prices were extremely 
volatile and followed a partem chat has continued to this day. 

Dming this time period, several new generator owners received FERC 
authorization to receive ouricet-based rates for ancillary services. During this time 
mtCTval both the S5000/MW and S9,99WMW prices m the fcplaccment reserve market 
occuned. As a consequence, during the latter pan of this time period, foe ISO made 
dramatic changes in its demand for anciUaty services across days and hours within the 
day. For example, far all houn of July 10, foe ISO decided not to purchase any 
replacement reserve. This was followed by several days where foe demand for ancillary 
services both North and South of Path 15 changed hour-by-hour within foe day and across 
days. 


Perh^ the most strikbg feature of this time period is the enonnous berease b 
foe variability of bid suiSciescy withm foe day foUowbg ISO’s decision to change its 
demand for replacement reserve. However, there were still several periods b the day 
when bid sufficieocies for replacement dipped belcw 100% despite extremely large bid 
sufBcicacies during other houn of foe day. It is important to note from Figures 3 and 4 
that the demand for replacement reserve never exceeded 250 MW from July II to 13 in 
eitho’ none, yet enormous withb-day changes m bid sufSciencies occuned. The average 
value of hourly bid sufficiency in foe other ancillary services also increased following 
July 10. This increase la the average value was due primarily to higher maximum daily 
values of hourly bid sufficiency, because foe daily raininium of hourly bid sufficiency for 
all anciOary services were still very siimlar to the values before July 10. 
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3.4. July 14 to Jb!:* 31: ISO Price Ceps in Effect 

During this time period the extreme price volatility in the zone South of Path 15 
fiom July 1 to'l3 spread to the zone North of Path 15. During this time period the ISO 
purchased ancillaiy services on a zonal basis only when it anticipated inter- z o n al 
congestion. The CONGESTION variable on these graphs denotes those hours. The price 
volatiUty in the zone South of Path 15 was greater than zone North of Path 15. There 
were many hours when the price of replacement reserve hit the initially imposed price cap 
of S500/NfW and later the cap of $25Q/MW. (Recall that prices above S250/MW are 
plotted as S250/MW to preserve the resolution of the plot for prices below S50/MW.) 
With the exception of the last few days of July, the demands fiar spin, non-spin and 
replacement were relatively stable. The demand for regulation was very similar to what it 
was during the first half of July. Bid sufficiency, particularly for replacement reserve, 
increased substantially, although there were still a few hours when the number dipp^ 
below 100 %. As noted earlier, values of bid sufficiency in excess of 1000% frequently 
occurred, particularly for the zone South of Path 15. (Recall th^ these values are 
displayed as 1000% in the Figure). Although average hourly bid sufficiency South of 
Path 15 speared to increase for all ancillary services, for many hours during each day, 
the values axe very close to 100% and for a smaller number significantly less than 100%. 
Values for hourly bid sufficiency slightly greater than 100% indicate that it is very likely 
that a single bidder can be pivotal in the market in the sense that if the firm’s bid were 
excluded from the maAet there would be a insufficient bids to meet the ISO’s needs. 

For several hours during many days from June U to July 31, the capacity 
payment associated several ancillary services was far in excess of the real-time energy 
price- This occurred despite the fact that the former only requires the generator to be 
ready to produce, whereas the laner requires the generator to supply electricity. For 
example, on July 7 during hour 6, the price of spinning reserve capacity South of Path 1 5 
was S240/MW. whereas the price of real-dme energy during this same hour was 
S6.79/MWh. These numbers imply that a winning spinning reserve unit that was called 
on to produce energy in the real-dme market received a total of S246,79 for each MW of 
capacity used during hour. A firm that won in the supplemental energy market only 
receiv^ S6.79 per MW of capacity producing electricity during that hour. 


3 J. Comparison with Power Exchange and Real Time Energy Markets 

In this section we summarize the operation of the Power Exchange (PX) day- 
ahead energy market and the real-time energy market over our three time periods. As 
noted at the beginning of this section, in an ideal market for electrical energy, the 
expected variable profit that a generator could earn from bidding into the Power 
Exchange should equal the expected variable profit from participating in the ISO’s 
ancillary services markets. The PX price less the generator’s marginal cost is equal to the 
per unit variable profit from selling electricity into the PX. 
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Figure 9 plots the unconstrained PX prices and quantities over our three time - 
periods. The gist thing to notice when comparing PX prices to the ancillary services 
prices in Figures I and 2 is relatively sniall amount of price volatility in the PX price. 
During the entire month of June prices remain below S5(VMWh and In the grst two 
weeks of July, prices were below SlOO/MWh. Only during the latter part of July did 
prices ^preach S150, and only for three hours on July 27, when the price sequmcg 
S145.70, S151.10, and S150.71 occurred in Hours 15 through 17. 

Another notable feature of the PX prices is the smooth pattern by which prices 
rise and fall during the day reflecting the chan^g pattern of electricity demand. In 
contrast to the ancillary services prices plots In Figures 1 and 2 , there are no discrete 
jumps in prices across adjacent hours in the day &om below SI to more than S250 or 
from more than 5250 back down below less than 51. Even for July 27, the day with the 
highest price PX in our sample, the PX prices smoothly climbed to their peak at SI 51.10 
and then declined gradually. There were no jumps in prices across adjacent periods of 
more than S50, a very common occurrence for the ancillary prices b Figures 1 and 2, 
even for this very hij^-priced day. For example, the PX price began the day at $30.99 
and smoothly rose to 548.00 in Hour 12 and $88.22 m Hour 14 on its way to the peak of 
5151.10 b Hour IS. The PX price smoothly fed to 532.80 by the end of the day. As is 
shown the third gnqjh m Figure 9, the daily pattern of demand exactly mirrors the daily 
pattern of prices. 

This clear relationship between bereases b the demand and bcrcases b the 
unconstrained price of electricity broughoul the day and across days is consistent across 
all of the days from June I to July 31. This positive correlation between price and 
demand is consistent with a wcll-functionmg market. As the market demands a greater 
quantity of electricity, generators must bring on Ibe more expensive generating units to 
supply that demand, catabg the market-clearing price to rise. 

Comparbg the partem of PX quantities from June 1 to June 30 to the partem of 
PX quantities from July 13 to July 31, we note that the range of demand throughout the 
day is higher for the period July 13 to July 31. The lowest value of demand for the day is 
slightly higher than it is for the period Jtme I to June 30. The highest value of demand 
each day was around 35,000 MW b July. In June, this daily peak demand is significantly 
less than 30,000 MW. The range of PX prices throughout the day is greater for the period 
July 1 to July 3 1 ±aa for June 1 to June 30. This is indicative of generator owners 
havbg to start the day with higher cost units operating b late July than b June and 
havbg to move up to even higher cost generating facilities to meet the much larger daily 
peak demand m late July versus June. 

This same pattern of btra- and mter-day prices can be found b the real-time 
market as well as b the PX. Figure 10 plots the real-time energy price both North and 
South of Path 15 for our three time periods. There are only a few time periods (such as a 
few hours m the late evenmg on July 18) when there was congestion b real-time and was 
therefore a difference b the real-time prices between the two zones. Although real-time 
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pric<s are more Volatile both within and «ross days than the tky ahead energy prices 
from the PX, the real-time prices do tend to move in the same direction as the PX prices 
both within ^ across days. 

During the month of June, the average real-time energy price was low, reaching a 
maximum value less than SlOOTvfWh- The volatility of prices during this time period is 
significantly less that for the other two rime periods. This is soasisteat wifo dje 
view there was significantly more low-priced capacity available to supply elecuicity 
at very short notice in the supplemental energy market during June than in early and late 
July, when PX demand was higher than in June. Comparing the level of PX d«nand at 
the same lime of day amass the three time periods, we note that the average vahie of PX 
denami Inagivmteurofthe day in June is less than that value oft^nand for July l to 
July 13. The average PX demand for that hour in July 1 to July U is less thm tire 
analogous value of demand for July 13 to July 31. Consequently, this greater necessity of 
using hi^er cost capacity throu^out the day in is reflecied in higher average real-time 
prices and sig^ficantiy more price variabOity throughout the d^. Despite the ItrensBed 
volatility of these real-tinie prices relative to the PX day-ahead prices across all fitree time 
periods, there are many real-tinc energy prices in the lowest two price ranges given in 
Figures 7 and 8. The ranges $150 to $250 and greater than or equal to S2S0, are only bit 
during the time period July 13 to July 31. and for only a few hours. Price movements 
across adjacent haurs tend to be a Uttle less smoofix than m the PX. but we do not see the 
dramatic jumps in prices across adjacent horns in the day that occur in the anciUazy 
services prices shown in Figures I and 2. 

Matching up the time scale of the PX prices and real-rime prices, we also see that 
in periods within the day when prices are higher in the PX, prices also tend to be higher 
in the real-time maricet. This is consistent with the view that generators expect to earn the 
same amount of variable profit fiom bidding into the PX and die supplemental energy 
market. 

For conrparison, in Figure 1 1 we plot the market-clearing price and the demand 
for replacaneat reserve south of Path 15 for oui three time periods. These are the 
axtaiogova graphs to Figure 9 for the replacement reserve market Following our usual 
conveudoo, we plot any price above $250/MW as S25Q/MW to best reveal price 
movements in the SO to $50 range. In diese plots we see few of the partom that are 
present in the PX market For example, is the final two plots, demand is constant across 
all hours in the day, yet the range of prices during the day is fiom $0.01 to $9,999. The 
highest price of $9,9^ occurred in several periods when demand was 25QMV7, whereas 
the price of $5,000 occurred on another day when demand was twice as large. 

These replacement reserve market results concradict the usual increasing 
relationship between market demand and the cost of supplying larger quantitim of output 
Only during the period finm June I to June 30, when no films bad market-based rates for 
repiaccmoit reserve, was there a pattern of prices and quanriries that is not grossly 
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inconsistent with the partem of PX prices and quantities. During this period there was . 
very little price voIatiUty and a constant d«naad.** 


3.6. Bidding Bdtavior by Ownen of Geeentiag Capacity 

To understand the causes of the time series bdtavior of fee prices for andilary 
services given in Figures 1 and 2, we pcrfoiroed a preluninary analysis of fee bidding 
behavior of the investor-owned utilities (lOLfs)— PG&E. SCE and SDGE— and the new 
generator owners (NGOs>— AES Corpor^on, Duke Energy, I^ergy and Ifouston 
Industries — hr our Ihnw time periods. In particular, we investigate the extent to which 
generators wifeheld generating capacity from both the day-ihead eaca^y maritet and the 
ancillary services market in order to be calied on under their Reliability Must-Run 
contracts.” 

Figure 12 plots the total hourly bids for each ancillary service by all of the lOUs 
statewide for each of our three time periods.** Comparing the plots for ea ch ancillary 
service acros the three time period^ a uniform increase in the average amount of 
^q>aci:y bid into each of these markets across the three time periods can be detected. 
This increase in the average amount bid is particularly easy to see for fee replacement 
reserve maritet For the period June I to June 30, the maximum amount bid was around 
3,000 MW, whereas for the period July 1 to July 13, the ma-rimiTm bid into the 
lepiKement reserve market rose to over 5,000 MW. On July 9, fee maximum amoun t bid 
was over 10,000 MW. For fee period, Jtily 13 to July 31, the maximum amount bid 
ranges from 7,000 MW to 9,000 MW. The other ancillary services follow this same 
pattern of increased bid quantities over time, aifeough fee sbifr is far less pronounced. 

Another strildrig feature of these graphs is the large variability throughout the day 
in the amount bid into these ancillary services markets, particularly the replacement 
reserve mariceh Variability in bids feouW be contrasted wife the fact, shown in Figures 3 
and 4, feat the demand for this service is the same for all hours of the day during the 
period June I to July 10. Part of the reason for fels volatility is the cumulative nature of 
bids submitted to the ancillary services markets, although generators do have fee option 
to submit very small or evet sero bids to the replacement market even if they submit 


'* R cn ll but b c caoii g af siiuing viKies of demaad for I'isc 6 , we plot tbe value of rtgrramt u zao for ill 
bouts of the day. 

Jbls culyeis relies os biddlag and sebeduled o> et p dstx provided to us by tbe Muket Surveillance 
Uoic Btv itia c we received chi» bidding and energy icbedule data very recently, we were unable to perfonn 
a mere coo^rebetuive analyau. Our results should therefore be eoiuidered prelbninary. Further analysis 
sad exteosicoi an pUnn^rt 

Once ajiin the bids fer all ancillary services for June 10 were coming &om the data provided to us, so 
the values for ailbours on dus day were plotted u reni. 
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large bids to the regulation, spin, and oon-spin markets. The that the lOUs do just 
diat is clear &om the trementoos range of total replacement reserve bids by the lOUs 
throughout &e day in each of the plots. Is addidon. the ^ diat the total lOU quanti^ 
bid into a lower quality maricet ofta falls below the total lOU qitandQr bid into a hi^er 
quality market, iiKficatea that many geaeruors submit bids 'ndueh reth^ tire retal 
edacity bid for law<^ quahty services. Later is this report vo will a^ue drel it Is 
precisely this flexibility in bidding capacity into the aneiUaiy services that contributes to 
the tremendous volatility in ancillary services prices. 

A dif&rait story of bidding behavior emerges fiar the New Gcneramr Owners 
(NGOs), particularly during tiic time period July 1 to July 13. Figure 13 plots the 
statewide total of ancillary services bids by hour by the four NGOs for our three time 
periods. During the month of June the amount bid into the replacement reserve by 
the NGOs riiowed considerably less fluctuadoss within fl:e day than Ute arnoum bid isre 
the i^iacemeat reserve market by the lOUs. For the Uner part of June there was very 
little fluctuation in the amount bid into the replacement reserve market'^ Recall that no 
fUms were allowed to receive suxket'based prices during this time period. During the 
period July 1 to July 13» NGO bids for all an^lary services were very st^lc throu^out 
the day. The partem of NGO bids into the replacement reserve market is particxiiarly 
notable in this regard, hovering around 1000 MW until July 8 when it fell to close to 500 
MW. Looking at tile time path of replacement reserve prices South of Path 15 as shown 
in the second graph in Figure 1 1, we see that this reduction in capacity bid by the NGO 
on July 8 exactly coincides with a continuous period of prices close to S250/MW. 
Looking at the second gr^h on Figure 11, we see that the amount of statewide 
replacement capacity bids siimittcd by the lOUs dipped to very low levels during this 
same time period. The events on July 9 can also be viewed from the perspective of 
Figures 12 and 13. For the both the lOUs and NGOs, the total amount bid in the early 
hours of July 9 was higher than average for this time period However, for both the lOUs 
and NGOs tite amount of capacity bid into this market in the later hours of the day was 
close to the lowest amount bid in during any hour in the period July 1 to July 13. Turning 
to the second graph, on Figure 11, we see a the spike in the replacement reserve price 
South of Path 1 5 of $5,000 for several hours during the time period in which the amount 
bid by both the lOUs and NGOs into the rqpiaceanent reserve market was very small 

To investigate impact of capacity withholding from the replacement reserve 
market on prices in the replacement reserve market in greater detail in Figure 14 we plot 
the total hourly bids of lOU capacity South of Path 15 into the replacement reserve 
market for the period July 13 to July 3 1. The second graph plots to total hourly bids of 
NGO capacity south of Path 15 into the replacemem rreerve market for this same time 
pcnod Superiaqxjsed on each graph is a plot of hourly pric« South of Path 15 for 
replacement reserves. For almost ^ hours when tins price hit the price-cap in force 


Once igda, because of miuisg dau for Judc 10, we plotted the total bids for ail houn by the NCOS ts 
zero. 
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during that hour, S500/MW or S25Q/MW, there was a simultaneous trough in the total 
hourly amount bid by both the lOUs and NGOs into the replacement reserve market 
Prices in die replacement reserve market South of Path 15 hit the price c^ when both the 
lOUs and NGOs simultaneously bid less capacity into that Turning to the last 

gr^b on Figure 6 and comparing it to the houn of very high prices in lugure 14, we see 
some of the periods of high prices m Figure 14 are eharaetgnzcd ]jy bid 
insufSciencies. However, this a not the case for many of the high-priced periods in 
Figure 14, particulariy for the rime period in which the S25(VMW cap was in rffr c T, 
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4. StmcCnral Deficiencies in the Ancillary Service Markets 

As mentioned above, it appears that the markets for andllaiy services have not 
been fimctjonlng as competitively as Ae ones for electrical energy. As the star t in g point 
for an analysis of these markets, it is therefore worthwhile to consider the £Kton that 
make the maritets for ancillary services distinct from those for energy. Once we have 
identified the potential structural problems wifri the aseillauy services markets, we can try 
to assess the long term impact fri^ these barriers are likely to have on the performance of 
these markets. In doing so, we can begin to disonguish between transitional problems 
azKi problems that are likely to persist 

We have idendfred nine mtyor &ctois that have limited competition in these 
maricets relive to energy markets: 

1. Some suppliers can receive market-based rates, while others ate sitoject to 
cost-based rate c^s. 

2. The demand for ancillary services has been far higher than anticipated. 

3. The demand for each ancillary service does not depend on its market-clearing 
price, and the ISO has limited ability to substitute between services in 
procuring its system reliability capacity needs. 

4. Reliability Must-Run contracts cre^e perverse incentives for bidding into the 
ancillary services markets. 

5. Ancillary services have been purchased on a zonal basis. 

6. Dispatch and settloneat practices for the provision of tmbaJaoce energy are 
ambiguous. 

T. The allocation ofaseillary service costs among scheduling coordinators has 
been flawed. 

8. Suppliers from outside of the ISO control area were excluded from the 
provision ofancillary services. 

9. Limitations of the ISO’s software have exacerbated these problems. 

In the following subsections, we describe each of these contributing factors In 
more detail. While wc are confident that each of these factors has contributed to the 
current market difflculties, the relative significance of each factor is difficult to 
determine, and has surely changed over time. Additional analysis of market data 
currently underway by the Committee will provide further mfoimation about the absolute 
and relative magnitude of these various factors. The Committee believes that this 
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quantitative analysis Is necessary befo.^ we can ofier more definitive conclusions and 
recommendafions for changes in the market design. Nevenheless, we believe that it Is 
dcsiiabic to move promptly to correct all of dte problems that can be corrected without 
more definitive study as soon as possible. Recommendattons based on. our cusTent 
analysis are gives huer in dtis report 


4.1. Asymmetric ReguiftdoQ of SappUen 

Since their inceptioa in March, the aodntry services markets lave rsever 
functioned in the manner that was originally envisioned by its designers. Our 
understanding of die origjoai market design is that it intended that a market process 
provide price discovocy for each reserve product, as well as for energy. However, FERC 
never gran^ &e Ingumbgnt investor-owned utilities (Pacific Gas Heetnc (PG&B), . 
Southern California Edison (SCE) and San Diego Gas and Electric (SDOE)) permission 
to cam market-based rates for the provision of andllary services. Instead, ea^ lOU has 
operated under a cost-based cap on the prices tiiat it can earn in these markets. 

In its fimt three months of operation, the ISO experieoced a chronic shortfall of 
capacity bid into its ancillary service markets (see below) and consistently was forced to 
call upon units under the tenss of rcUabUii^ must-nm (RMR) contracts to provide 
anctllaxy services. This was apparently due to the fact that most generators in tlw mariret 
could earn more revenue under the terms of tiieir RMR contracts than they could earn 
under their FERC cost-based price caps. This problem persists, even in the replacement 
rcs«ve market, because sever^ units receive RMR rates far in excess of the current ISO 
price caps for these services (see Section 4.4 below). 

With th: divestiture of much of the gas-fired edacity of both PG&E and SCE. 
many of the generation units currently eligible to supply anelliary services are now 
owned by firms that are cot covered under the same eost-based rates as the lOUs. In a 
series of filings to FERC, each of the new owners of this capacity has requested 
permission to eim market-based rates on the saleof ancillary services." Beginning with 
its. June 30 order, FERC has accepted most of these filing and additionally tnled that 
replacement reserve was oot as andUaiy service. This meant that replacement reserve 
was in fact never covered under the cost-based caps. Th: generation capacity of the 
majar firms in the aiKillary services market is given in Table 3." 


FERC Do<k«N». ER9S-1W3-OOI, ER58-2W4-001. ER9S-2883-00 1 . ER?8-2971-00I, ER98-2972- 
OOL.iadERSI-SSn-Oai. 

" "nKae fijum »« dnwa fiom *« ISO Geoerstor Muw File, whkii is derived from figara givea by fee 
geoemon u> fee ISO. We ooie felt fecre are couidenble discrepusies be twe ea some of fee cepacitiee 
givea below ud feose repocre d eUewbere. We eacounge sakebolden to work wife fee ISO to clarify osit 
eapsbilitin. 
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RcMorces 

Nimtelat* 

10 staACC 
C»>««iC**** 

MibIbACC 

14 Mia Raa^ 
Capacity 

Maia 

Raiaf 

C*»acitT 

Market Based Rites 

AES 

3756 

461 

1382 

770 

2988 

DST 

1SI4 

204 

612 

684 

1584 

HI 

2737 

446 

1338 

684 

2555 

DSTM- 

2639 

260 

780 

425 

1691 

Cost-bestd Capi 

CDWR 

2090 

0 

0 

1621 

2042 

PG&E»*» 

21607 

2527 

3649 

7538 

9913 

SCE 

12037 

180 

540 

2079 

2736 

SOGAE 

2560 

305 

9IS 

700 

21 19 

Toala 

49650 

45U 

9600 

14629 

26313 


‘locludes QP Mpaeity. Mtut«tiks QF end oucletr SMpaehy ere sot iaehaded is the other eohanss. 
a«Duhe Eaerzy tuu died for muhet-bued nte* but the ttqueat hu not yet bees gnnted by FERC. 
‘"^tnchidee PC^ Utility Eleetrie Supply and PC^bB Power GeaenDoa. 

«*»*Rjmp«ble capacity figtires iochide hydro capacity. Tbe aawum of bydre capacity available for 
proviaiaa of ancillary xrvicea at rrmtt can be si^oikantty reduced by minfrmmt flow conasaista on the 
hydro lyetetxu. 

TjJale 3: G«tiar«tioa sod Ancillary Service Capabilities by Firm 

Under tbe cumait regulatory stuation, nearly half of the asciUaiy-servlces 
edacity in the KO control area is either eligible for, or has applied for, market-based 
rates, while ttie majority of the capacity remains under a cost-based cap for the supply of 
regulation, ginning, and non-spinmsig reserves. Much of tbe capacity that is physically 
able to supply ancillary services, therefore has little economic incentive to do so. 
Normally, a market will self-correct to high prices by attracting adxiitioaal supply, thereby 
lowering the price. Because of the cost-based price caps, however, many of the sellers in 
this market can earn no more revenue by selling into this market when market prices are 
high than when they arc low. 

The transition &om one regulatory regime to another has further restricted supply. 
On July I, Duke Energy took possession of 3 generation focilities, but has not yet 
received permission to earn market-based rates on regulation, spinning and non-spinning 

Market Surveillance Committee Report, Page 23 


EG 001Z07830 


http://rimswebl.ferc.fed.us/wconnect/\vc.dll?rwsearch-PrintNPick 


8/28/98 



419 


RJMS Doc ID 1877630 


Page 30 of 80 


reserves. Pending :hc FERC decision on this appUcanon, Dulce stales that it is unabie to 
bid these units into the ancillary service markets. According to the capacity figures 
provided to us by the ISO, Duke Energy owns more than 2,i00 MW of capacity that it 
claims it is not able Co bid into these markets. This lack of participation of Duke Energy 
units has exacerbated the supply shortfall for ancillary services in both North and South 
on Path 1 5 at exactly Che same time other units became eligible for market-based rates for 
these services. 

The lOUs do have some incentive to provide additional capacity to the ancillary 
service markets when prices are high despite being subject to cost-based caps on their 
supply of these services. This is because they are large consumen of ancillary services. 
PG&E and SCE are fay far the largest purchasas in the PX, and are therefore by far the 
largest buyers of ancillary services procured through the ISO’s daily auctions. These 
firms therefore have an inceodve to defensively bid capacity into these markets in order 
to lower the price that they have to pay as consumers. 

Such defensive bidding may have been discouraged by limited information about 
ancillary services costs. The presence of cost-based caps on many market participants 
and the uncertain number of RMR contracts that will be called on to provide ancillary 
services in any hour make it difficult for market participants to forecast total ancillary 
services costs for any hour. Even if electricity suppliers knew the market-clearing price 
for each ancillary service, they would still have a very difficult time forecasting their 
ancillary services costs for a given hour because the firms do not know what fraction of 
the total capacity sold in this maricet was paid the market-clearing price and what fraction 
was paid according to cost-based caps, fa addition, these firms also do not know how 
many RMR plants will be called and the average RMR price paid. For all of these 
reasons, ancillary services costs have been are difficult to predict. In addition, the fact 
that transmission line owners pay for ancillary services procured under RNC^ conttacls, 
whereas SCs pay for ancillary services provided by these markets, may further dull the 
incentives the lOUs have for defensive bidding. 

The three plots of the time series of total hourly bids submitted by the lOUs for 
each anciEary services given in Figure 12 is consistent with this defensive bidding 
strategy. The average amount of lOU capacity bid each hour inro all of the ancillary 
services markets is less in period June ! to June 30, when all firms received cost-based 
caps, than that in the period July 14 to July 31, when several NGOs had the authority to 
receive market-based prices, 

A major determinant of the thinness of the regulaiion, spin, and non-spinning 
reserve martlets is the existence of cost-based c^s on the bid prices of the lOL’s. 
Besides the mceotives for defensive bidding described abov-, these finns have little 
financial incentive to offer additional capacity to these markets when they expect high 
market prices. The thinness of the rqjlaccmcnt market is more puzzling because all 
generators are eligible for market-based rates. For this market, we believe that the 
combination of the RMR contracts the current ISO bidding protocol and market -clearing 
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process helps bidders set extremely high prices during certain hours. 

The logic for this view is as follows. During the high demand periods within 
certain days, ge n er a tors with RMR contracts know with virtual certainty that they will be 
called under their RMR contracts and receive their RMR payment Under these 
circumstances a generator bidding into the ancillary services maricet will ranonally bid 
signiricantly more than its RMR payment rate, because the generator knows that if it does 
not win in the ancillary services market, it will be paid its RMR payment with virtual 
certainty. Because a profit maximiang generator will bid mlo the maricet to achieve the 
same level of expected variable profit that it can obtain under its RMR contract, its bid 
price will be significantly above its RMR payment to reflect that genoator’s assessment 
of a lower probability of winning in the ancillary services market Now if other 
generators are aware that this generator faces this very high probability of being called 
under its RMR contract, the other firms know that this generator has a very strong 
incentive to bid a high price into the market Therefore, regardless of die RMR price 
these finns face, they also have an incentive to bid a higher price, because they expect 
the firms with high RMR payments rate to bid a high price, of the expected hi^ priced 
bid by the firm that knows with virtual certainty it will called under its RMR contract 
because of conditions in the day-ahead energy market or other information. During these 
hours, the RMR contracts allow generators bidding into the replacement reserve market 
to buy a lottery ticket with virtually no risk of losing money, because the RMR contract 
provides insurance against not receiving revenues in that hour provided by the RMR 
contract 


4.2. Demand for Ancillary Services ts Higher than Anticipated 

Many of the other factors listed in this section have contributed to a reduction in 
the available supply of ancillary services. These reductions In supply would have caused 
fewer problems if the demand for ancillary services had not been so much higher than 
anticipated. There appears to be a consensus that the ISO is acquiring significantly 
higher levels of ancillary reserves than chat reflected in pre-ISO historical norms. 

WSCC standards ibr operafional reserves are about 6J% of system load for spin 
and non-spin combined.* The WSCC leaves the level of regulation reserve largely to the 
discretion of the operator, but this level has historically been about 3% of load. There is 
no WSCC standard for replacement reserve, but operators have traditionally kept one 
hour reserves on hand to replace operating reserves in the event of a serious contingency. 
A comparisoa of WSCC standard, or historical, quantities for these three reserve products 
with the actual quantities of regulation, spin and non-spin purchased by the ISO (Table 4) 
shows that the ISO often requires more tbzm twice the amount of these services than has 


The WSCC requires spinning and non-spinning reserves total 5% of hydro ud 7% of non-hydro 
genetadon ouqnit 
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historically beea the case.*' 


* SdieiUed genentioo here refen to the ual eaa%y 8cfaedaled by jenention wiiiiln the ISO cootrol uea. 
This is SB spprQxiBUtios of the sctiul schedule for whicb the ISO must teqnire services. 
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June 




Jaly 


- 


hours 

M 

Houn 

7-12 

boon 

13-18 

hours 

)9-24 

Kosis 

1-6 

Houn 

7-12 

bouts 

13-13 

houn 19-24 

- 

Avg. scheduled geoetuioo 
(excludes imports) 

ld356 

19304 

20913 

19369 

17624 

22978 

28160 

24340 

- 



3% of scheduled load 

491 

579 

627 

331 

529 

639 

343 

730 . 

- 

Avg. reguUtioo required 

I26i 

1675 

1281 

1776 

1674 

2131 

1323 

2447 




7S of scheduled load 

1143 

1331 

1464 

1336 

1234 

1608 

1971 

1704 

- 

Avg. spin aad aoa-spm 
required 

1304 

1428 

1310 

1424 

1726 

1830 

2037 

1915 

- 

Avg. total aaciUaiy services 
required 

3372 

4)03 

3791 

4200 

4021 

4621 

4616 

3043 


Table 4: Ancillary Service Pnrcbues Daring Jane and Jaly 1998 


Table 4 reveals that reguladon accounts for most of the unexpected increase in 
ancillary service purchases. This is especially true during the shoulder periods (hours 7- 
12 and 19-24) when both gezteradon and load quantities change r^idly. ISO operators 
state that a one factor behind the need for increa^ regulation capacity is the cutrent ISO 
protocol for moving up the real-time energy bid stack. It is our understanding that» at any 
point is time, the operator must decide whether to move up or down the real-time energy 
bid stack or simply use more regulation capacity to meet unexpected fluctuations in 
electricity dgmatvt relative to its schedule. The current ISO protocol requires that 
suSdently large smo tmt of upward or downward system-wide reguladon capacity be in 
use before a decision is rrtaAm to move iqt or down in the real-time energy bid stack. The 
operator often does not know, with sufficient certainty on a day-ahead basis, if this 
movement will be in the upward or downward direction. Coitsequently, the ISO must 
procure an increased amount reguladon capacity. Another potendal cause of the 
increased demand for reguladon is that generating schedules take the form of discrete 
hourly steps. Gene r a tors must pay for any deviadons from these step function schedules 
at the real-time hourly imbalance price. During these shoulder periods the level of 
imbalances can be extreme due to the sharp increases in consumption and output that are 
necessary to reach the next hourly scheduled “step” for each unit a graerator owns. A 
final potendal reason for this increased demand for reguladon by the ISO has to do with 
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how it pays for instnicted vwsus uxanstrucled deviations. As discissed earlier, 
uninstructed deviations are settled at the avenge of the sia lO-mmute prices for each 
hour. Instructed deviadons from schedule are settled at the ICkainute price relevant 
whssi the instruction is given to the generator by the SO- This asymmesy in prices M 
which diSerent types of deviations &om schedules ate settled can create incentives for 
unimtructed over-generadon during high-priced 10>mmute periods attd unisstructed 
under-gener^on during low-priced lO-rnmute periods. We would like to determine if 
any of these three potential reasons for an increased demand for reguladon csgtaciQ' is 
actually relevant. If any one is relevant, we would like to quantiQ' bow much, larger it 
makes the demand for regularioa. 

The ISO’s purchase of regulation capacity at levels duU itself sometiincs 
exceed the WSCC rsquirements for ail anciUaiy services has not bees o&et by a 
decreased purchases of any other ancillaty services. The ISO has continued to purchase 
spin and non-spin at a level aver 7% of load Eves 'adthin the two ginning reserve 
services, die carrait practice, as described below, is not to buy more of one serviw and 
less of the other when one is considerably cheaper. 

Many aspects of the market design have conspired to create an increased need for 
reserves. As the above discussion makes clear, the task of acquiring ancillary services is 
much more complicated for a third party in the context of a compeciiive market thap it 
was for vertically integrated utilities. Particulariy within the context of the California 
maricel design, generators are allowed to deviate from their schedules in real-time for 
Ixjtfa economic and non-economic reasons, yet the ISO must still maintain system 
reOability. It is hard to see how, under this market design, the ISO can purchase less 
ancillary services cj^jacity than was procured when the grid was centrally dhpatched by a 
single lOU and certain units were used to provide a load-following service, a product not 
available in the cureent market design- However, the optimal quantity of regulation or 
any other ancillary services capacity to purchase in this environment is unknown. We 
note, as well, that the ISO does not bear the final cost of the reserves that it acquires. 
These are passed on to the users of the system. However, as a fledgling institution, the 
ISO has a very strong incentive to avoid serious reliability problems. The thorny problem 
of providing operators the incentive to both miniiaize costs and ensure ^equate 
reliability is a long-standing one in the electricity industy. 


AncUlary Services Are Not Procured Rationally 

While the amoun: of ancillary services that the ISO has procured has been a 
source of the high prices seen today, the manner in which these services arc ptocured is 
also a major contributing factor. The ISO has been purchasing most services according 
to a rigid standard, not allowing for any substitution between services within that 
standard. The quality of ancillary services can. with some qualifications, be characterized 
as hierachicai, with regulation being the hipest quality product, followed by spin, aon- 
spia, and lastly, replacement reserve. One would not expect a rational buyer of ancillary 

Market Sittvcillancc Coraraittee Report, Page 28 


fC 001207835 


http ://rim3webl. fere. fed,us/wconnect/vvc.dlI?rwsearch-PrintNPick 


8 ,' 28/98 



424 


RIMS Doc ID 1877630 


Page 35 of 80 


services to purchase a lower quality ancillary service at a given price if a higher quality 
servi(^ is available at a lower price. However, It has nsaally been the case that the 
maricetclearing prices for ‘In&rior” arwillary services stch as ipuming reserve have 
exceeded those for “aqjcrior^ services such as regulation. There are many cases in which 
the difference between these inverted prices have been extreme (see Table 5). Although 
this fnilexibfe purehsung practice be viewed as consistect with the ISO tariff it la our 
tinrfi»r s t a i^ <jfT^g ^ bisftd OH with ISO cossuHasts and s&fT, th^ it is not 

consistent with earlier versions of the market design. It was intended diat the ISO be 
given some flexibility to act as a **ratioaar* buyer of ancillary services.^ In addition, 
Sectien 2,5.1 of the ISO tariff contains the following two sentences: **1^ ISO shall 
operate a competxdve Day-Ahead and Hour-Ahead market to pro c u re Ancillary Services. 
It shall purchase Ancillary Services capacity at least cost to End-Use Customers 
consistent with maintaining system reliability.'* 


Month 

Joae 


Jnly 



SP25 

NP15 

SPIS 

SPt5 

Hours when it least one mferior 
service had a higher price thm a 
superior service 

90% 

83% 

73% 

91% 

Hours when tl least one inferior 
service bad a price more 

S50 greater dun a superior 
service 

i 10% 

«% 

30% 

7% 


Table 5: Frequency of ‘inverted” Prices 

UzKier the implementation of the market, all the bidders Jbtow flut the ISO 
operators -will adhae to ripd procedures when acquiring ancillary services. Therefore, 
the bidders know with relative certamty exactly bow much of eari service the ISO will 
need to acquire, fa addition, the participants know that the ISO's demand for each 
service docs not in general depend on the markx-clearing price. This knowledge, 
combined with detailed familiarity about the srqjply conditions in the market, all too oftco 
has allowed firms to accurately predict exactly when their capacity must be purchased by 
the ISO. In other words, firms know when that capacity is pivotal to the maricet IMder 
diese conditions, the ISO must accept the edacity offered by these firms at any price 
(subject to price cqis). Thus, current purchasing practices have produced a very 


See lixspcBM of die C«lifomu Indqieadeat System Opentor Cotp. ted tbe CtUfomi* Power Exdiiage 
Coip. to for Additioiul Infonratioa.~ FERC Docket Nos. ER96-I«3-003 lod EC»-I9-003. 

May 20, 1997. In ptrocttlarAaachaeatrV, “Priori^ Pricing of Ancillary Services," by Robert Wilaon. 
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predictable and irJlcxible demand Ear ancillary services. This is hardly “the maiket” in 
operation. In a true free market scsting, buy«s would sufastittne services, negotiate 
contractuai protecdons, and enoaurage ofricr strppHffs to step forward; and bidders would 
not be subject to cost'based rate caps. 


4.4. ^srveree Ineeadves Created by RellabElQ' Msst'Koa Coatraels 

ReKabiliOf must-nm {RMR) contracts were designed to provide a mem. for 
co r re cd og for the locadonal coaiitc^ power of certain geoeratioii resound Such 
geaeradon, if purchased under market protocols that required power to be purchaKsi from 
the zone in which it is needed, could demand a consideablc premium over marginal cost 
since there is ofren no viable substitute for that generation ahofr of curtailii^ load. la 
order to avoid foe abuse of such market power, RMS. concacts were created for foe bulk 
of foe gas-feed fetation edacity located within California, RWRs vwre origmaliy 
envisioned as “caJl’* contracts to which foe ISO could turn to procure generation from 
certain resources at a pre-negotiated and, in foeoey, cost-based price.® This concept was 
argued to be a satisfactory means of midgating local market power, provided foat there 
was no maricet power in foe averaff (non-local) market 

In practice, foe market has been negatively impacted by RMR contracts through 
both the overuse of some contracts and foe undenise of others. It could be argued foat, 
given current price c^s, the ISO may have been better off with no RMR contracts than it 
is with the conccacw la their cuirem fonn. As mcononed above, several contracts ^ecify 
extremely high availability payments, sometimes in excess of S400Q. The owner of such 
units can collect the most revenue for these resources by having foe RMR contracts on 
these units invoked as much as posable. These expeosivs units foerefore have little 
incentive to bid into foe market at times when there is a reasonable probability that they 
may be called upon tmd«‘ RMRs. This is especially true for units subject to dfoer FERC 
or ISO imposed price caps. If there were little or no chance that a given unit will be 
called upon under its RMR contract, the unit’s owner loses Uttie by bidding foe unit into 
the market. However, the limes at which these units are most likely to be called upon 
under its RMR coatrict are exactly the times when foey are most ne^ed in the market- 
high demand hours. This was widely acknowledged to be a significant problem during 
foe earUcst months of maricet openrion. The problem has now been offset somewhat by 
foe fact that market-based rates have of late been extremely high. As discussed earlier, 
wc would like to evaluate foe severity of this effect under foe current market conditions. 


“ S« Section Vn of Joska«. P., Prime, IL JurewicE. J., Wiltijer. X., aod Hieronymoui, W. (1596), 
“Rqjon OB Horuontal Msrket Power Usvi«". St^lement of ibe Soocbeia Califomut Corr^aoy 

and die Saa Dieyo Gt» & Electric Con^any lo AppUcatioD for Auriotity to SeB Electric Eoersy it Miricet- 
Bwed Raas Usiag a Power Exebtage. Federal EDcrgy llegul«ory CoBaauMion, Docket No. ES9€-J663- 
OOO. See also inrewia wd Waltfaer. ‘'Musi-nin gcncradoa: can we mix regulation lod cerasetition 
aieceuMyrn<£/ecaic7JyJaun7a/. 10(J0> 44-55. 
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This pralJlas is exaccrfaatsd by Ac scretrrely high levd of sotae of the pie-«» 
paymems. The RMR. rites w«e meant to iccinde recovery of some fixed costs, in 
additioa to the margmal coa of operahoa Ifcwever, &c rate of fixed cost recovery was 
by dhfidifflg the tetoi annual fixed cost by tite expected number of hetss veader 
which toe unit wobM he caUedtH^et an RMR. la feet most tasits i»ve btwa called 
to provide gcceratios msier RMR contracts fer more ftequratly than had bees fi^ecasl 
when toose rates were n<^tiaied. This that some units csto reesver fer more toai 
their total Sxsd co sts toiou^ RMR p^micDis.** Latex ia tias rtpott we tasks 
recommendatioQs for osodifications of the RMR- contracts that he^ to aJIe'nats toese 
reduced mosntsves for pardcipafion in the maricct caused by this RMS. payment idasmc. 

Figure 15 ftofiNtr* a plot of the capacity under RMS contoaets as a fuaetioa of 
their payment if are called to produce electricity under the temut of their RMR 
contract. This p^ment is toe of the Reliability P^ment Rate plus toe fbei cost, 
operating m»i maistenance cost and emission cost per MWh. This gr^ also plots 
estimated nuupsai cost curve for generadon from these RMR uoitaL^ Bec au se toeie are 
several RMR contracts with payments ta excess of S400Q/MWH. we have truncated tire 
gr^h at a payment nUe of SIOOO/M^WH to illustrate the divergence between maxgiaal 
gejiffl^oa coa of the supply curve for RMR enCTgy. Extending the gr^h to $4500 
yields stoproximately 500 MW mwe in RMR capacity, resulting in a total of over 14.000 
MW of statewide c^aci^. Given tois RMR capacity figure, if the ISO were able 

to cal! on RMR uniu for bath etmootnic am! reliability reasons it would have a ready 
source of addidooal simply during toose periods when toe demand for ancillary services 
is high. This large souzee of supply at known prices would discipline any attes^ts by 
generetors to exercise market power by bidding high prices into the ancillary services 
maikeis, 

Capaciy withA^dutg tuidRMZ payments 

Wc were able to perfonn a preUnunary analysis of the extent of capacity 
withholding in tois market For each hour and each generating unit we computed toe 
following two mdicator variables. The first indicator variable was set equal to one if toe 


Uader (he nsreot Type k RMR coatnett which all genenton sorttd (be soatket widi, die 'bvailabHity' 
payntest (he tnechimTa for recovery of fixed coos, is paid ach dme the geoentor is called oader the 
RlirCR caaaaa. The caneot Type B RMR contract pays the generator’s entire fixed cos op front, but 
uapotex lignificant pccstdcs on the gmmtor for any eiarkec tevenues it earns in exceu of its total 

costs. If the ISO calls ibe unit nxrre thoea than specified in the coonct. it pays a ‘*pte-aegotuisd’ penalty 
vaiiahle etst me. We uBderrtaod from die ISO Utau under the inlaal co n t nea. these rites are significastly 
gseater than toe ooit'i contraoiul variable cost to cocopensate for toe increased wear and tear from tow 
addidfflutl boon. 

^ The estiiaatBS of zRarginaJ cost mehide .‘nel cost and variable O&M. These estimates are from 
Boreasteia, S. and I. Btufaaell, ~An Empmeti Analyais of the Potential for Market Power tn Cslifonsia’s 
Electricity iadastry,’' Uaiverrity orCalifoniU Energy htstitute. PWP-0*4, May 199J. 
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unit was scheduled to provide a non-zero amount of ener^. The second indicator - 
variable determined whether a unit submitted a bid beyond the ‘‘RMR placeholder bid” 
level to any of the ancillary services market during that same hour.^ 

The two hourly generating-unit-level indicator variables where combined mto a 
single market participation indicator vaii^le as follows. If either the scheduled energy 
indicator variable or the ancillary services market indicator variable was equal to one, we 
set the mai:ket participation variable equal to one. Using this procedure, we computed 
this market partidpadon variable for each generating unit in the ISO's Participant Master 
File for each hour &om June 1 to July 31. We then computed the fiacdon of total hours 
in each of our tluee time periods that th'e value of this ntaiket partidp^on indicator 
variable was equal to one for each generating imiL For most of the generating units this 
faction was equal to or very close to one. However, for a number of units the value of 
this fraction was very gnall for the three time periods, and even equal to zero for some 
time periods. On further invesagadon, we found that the vast majority of these units with 
small values of this maiket-partidpadon fracdon had RMR contracts in force. 

There also geared to be an Inverse reladonship between the value of the RMR 
payment and the value of this market-parddpadon dacdon. To investigate this 
hypothesis more rigorously, we obtained the reliability must run payment level for each 
generating unit from the Market Surveillance Unit of the ISO. For of our time 
penods, we then regressed the value of an RMR unit’s market participarion fraction on 
the value of its RMR payment level. For the first two time periods we did not find any 
statistically significant correlation between foe level of the RMR payment and the market 
pamcipadon fracdon for that unit However, for the third time period, from July 13 to 
July 31, we found a statistically significant negative correlation between the level of the 
RMR payment and that unit’s market participation fraction. 

Although they are far from definitive, our regression results suggest that units 
with particularly high RMR payment rates are less likely to either have day-ahead energy 
scheduled or bid into any of the ancillary services ma^ets (beyond the placeholder bid 
level). We should also caution that our results are still preliminary, as well as conditional 
on the accuracy of the RMR payment data, energy schedule data, and ancillary services 
bid data made available to us for analysis. With this caveat, our results suggest that high 
RMR payment rates undermine the incentives for a generating unit to participate in the 
day-ahead energy markets and/or the ancillary services markets. 


From our coevomtioas with safT at tfae Market SurveiUaoce Uart wt were loid hut geaeraton wiahiag 
to be called to provide tocillary jervica under (faetr ReliabOity Mun Run contracta were aaked to nibmit 
very anall non-zero “placcholdo bidj” on the order of O.Oi MW, where x ia some number bct*mi I and 
9. CoDsequeniiy, in cocumicting our indicitor variable for wbeibcr or not a unit bid into the ancillary 
services market we set this indicator vahtc equal to one only if tfae unit bid above tfaii placcheldff level into 
any ^ of the four ancillary tervices markets. Consequeatly, all uaio that submitted these *^iacebolder 
bids for all four nsarkets were given a value of zero for indicaror variable. 
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SMRs eutd the miHgtaion af local market pmver 

Tbe second difScuity with &e cunent in^Ismentatioa of SMR contracts is that 
the protocols allow fines to continue to exercise market power.^ If fitese contracts were 
truly “cair options widt a pre-oegodated strike price, the ISO would be able to purchase 
sneiilary service capacity a: diis price whenever the market price roK hi^er fitas the 
contract price. The current practice, however, is to call upon RMR units onfy when those 
same units cannot be acquired, at any (noo-capped) price, fiom a “ m a rk et" Cuirestly, 
some of these units are successful^ bidding “market" rates fitr m e xc es s of flmir RMR 
rams, and thus piesuznably &r in excess of d:e (long run) marginal costs iqxm i^eh the 
RMR rates were based. These contracts therefore seldom midgats market power. 
Instead, the usual result under the current implementation of RMR contracts is t^ the 
ISO gets to purchase under the RMR rate only when that me &r otceeds what would 
otherwise be the market clearing price." 

As mentioned above, some units have been able to earn madeet prices fxr in 
excess of the RMR rates. This may in part be due to the fact diat the masket through 
which Uteir capacity is acquired is small enough that these units ex^'oy some market 
power. When the maricet is defined over a smaller region, such as southern Callfbraia. 
the number of compedton is reduced and exnemely high bids, such as $5000, can sdU be 
successful. In a broader market, such a unit might be outside of the set of successful bids 
and therefore have to be called under RMR. The PX fbt* example, does not bold a 
separate auction for energy in San Francisco where a single unit can be pivotal, bid any 
price, and be considered 'In’* the market. Ancillary services, however, are sometimes 
purchased on a zonal basis (see the subsection immediately below) and some firms likely 
have maricet power over the southern zone. These firms can therefore exexise their 
market power In this zone, have their capacity selected at high prices, and avoid being 
called under an RMR. 


" A third potenti&i difficulty with RMKi, u they are cmreBtly cau&tuted, is the potestul iaceative 
probieitu that any itije from 'he tnietaction of uoio with “A’ tad ‘3’ type conmets. We do act have 
-eeougb iaformitioo at this tune to evahiste (his probkni. but would like » isoaitor its pottauial oa 
die ostiket. 

” Some tsttXei pmdpicts would cleady prefer that the ISO be forced to accept high bidi before tuzaing 
to RhGt. tarns, arguiaj that the '‘tnaricef’ should be used before RMR uaits ire called However, this view 
rests on e modally nanow oodoo of the •'icaiket" Buyers widi urgeai aad p?eta.sde ryr?d i rarely rfly 
««aeiy eo a spot nurkrt for their aeed:; a true “mirkcf tochide* a variety of comnetuai fonns, &qtn ^?ot 
markets to Ioag>tens conoicts to verccsl m teyn ooa. 
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4^. ZonilPBrchtse of AncilUry Services 

An additional limitatian on the compednvecess of the andllaiy service markets 
has been the division of the state-wide mar^ into smaller sub-regioas. The ISO tariff 
Section 2 J.4 states that ‘Tar each of the Ancillary Services, the ISO shall detennise &e 
required locational dispersion in accoriance with ISO Controlled Grid reliability 
requirement.** This tariff provision itself is a potential problem when there is market 
power within a ^ven zone. We address diis point below, hi addition, the ISO has on 
occasion purchased ancillary services on a zonal basis, even when the transmission path 
connecting die northern and southern zone has aor been congested. This has been done 
either out of concern over the potential &r congestion on Path 15. or because congestion 
on other p aths within the ISO control area has limited the ISO's ability to “ tran sport" 
ancillary services wi tfiin its control area. For example, a 1000 MW statewide need &r 
replacement reserve might, absent congesrion, be provided horn 800 MW of genemtxon 
in the North and 200 MW of capacity in the South. IC in this example ftere were 
congestion, or a forecast of congestion, the ISO would m stead purchase 500 MW of 
replacement capacity in the N«th and 500 MW in the South. If supply is ti^ in the 
southern zone, the remaining suppliers may enjoy local (or zonal) ma^et power. As 
noted above, this split purchase is sometimes done even when there is no congestion on 
Path 15. Thus, on occasion, the ISO’s ancillary service prices have varied significantly 
by zone, even when the imbalance energy price has been the same for each zone.® In 
short, even if the ancillary service markets can be made woricahly competitive on a state- 
wide basis, they may remain vulnerable to market power when conducted on a zonal 
basis. We propose an alternative state-wide auction later in the report. 


4.6. Amblgnoos Dispatch Practices for the Provision of Imbalance Energy 

As described in Section 2, the market design implied by the ISO tariff indicates 
that suppliers of all ancillary services are also eligible to earn the imbalance energy price 
if they are called upon to supply energy in addition to reserve potential. Bidders into the 
PX and these markets were expected to weigh pcientia] earnings from both capacity and 
imbalance energy sales in making their decision about which m^et to participate in. 

However, it is virtually impossible for suppliers of regulation reserve to set or 
earn the imbalance energy price due to the fact tint their output levels are constantly 
increasing and decreasing, creating a net imbalance that is often near zero for the hour. A 
supplier of regulation energy is ^ucntly required to vary its output both upwards and 
downwards. Imbalance payments, however, are based upon the net imbalance during a 


"nse ISO is also curreoUy tjoi able to utilzze tnoazibsioa capacity for lacUIary services, even when it 
mi^t be ecooociue to do so. Beciuse of this, Oaosmiasioo a^tcity is wmetiines allocated to Qiip erKrgy 
berw^ zones with very small energy price difTcTeoces. while these same zona may at the time 
expenence major aacillaiy service price diffcrcoce*. 
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given time period* Thus for a provider of regulaaon energy, the net imbalance usually, 
far understates Ae true contribution that the generator is maldng to the system. 

This problem coiaributed to the diortage of c^aciQ' bid into the reguladioc 
market during the early m o nths of its operariotu On May 2 1 , the SO imdtuted the K£PA 
mechanism to pay suppliers of reguladoa energy an amount based upon the total (up and 
(town) adjustable c^aci^ they provide during sa hour. Bid sufficiency in the regulation 
market has improvi^ since implementacon of the RHPA payments, but sdll remains 
below 1 00% in many hoara. 

Suppliers of other ancillary services have not always been dispatched for die 
provision of imbalance energy, even when they have the lowest availahic snegy bid. At 
times, SO operators have judged that the reserve potential provided throu^ dicse 
ancillary services should not be reduced by calling upon these units to provide energy. 
This usually occurs during high demand periods in which concerns about sufficient 
Qpenuing reserves are the hi gfaa sL ISO ^lermois have indicated that tins praedcs is 
consistent wlUi the on'giaal spirit of the technical design of the ascillaiy services mat^ets 
and is necessary far compliance widi WSCC reserve standards. While this practice may 
be the most prudent one a reiiablliQ^ standpoint, the result is that suppliers of reserve 
capacity have difficulty predicting dicir potendal revenues. A provider of spinning 
reserve, fiar example, that has a very tow enagy price may or may not be dispatdied to 
provide energy. This was a frequently heard criticism of the ISO's operating procedures 
in our telqihone interviews and public meetings. 

The ambiguities in the usage of units providing reserve edacity are exacerbated 
by compliance problems. ISO operators have indicated that several units that are 
receiving reserve payments are conducting uninslructed increases in their output These 
units thereby collect the imbalance energy price in addition to their reserve payments, 
even though they are supposed to be providing only reserve. There is evidence that the 
current protocols for monitoring and punishing non-compliance have not been sufficient 
to dear such behavior. 

Another ISO dispatch practice that several market participants have protested 
against is the acquisition by the ISO of reserves and energy from outside of the ISO 
control area through a process of ncgotiaiion. The ISO operators have at limes relied 
upon negoti^ed agree m ents with neighboring coctrol areas when the operators have 
received etlhcr a shortfall or an excess of supply dirough the standard market processes. 
The ISO states that it has the right to turn to negotiations with outside areas to fill areas of 
need not met by its markets. Some stakeholders claim that the conditions under which 
these negotiations occur arc, sometimes not true shortfalls and that this process 
discriminates against firms inside the control area who do not receive the same 


* Tb* Mitwiit dial wkIb ibe«« Bobaliaess cakuUea th«a every 10 jniauits while • geaeneor 
refutaaoc nsiybe Twisiny ou^rut fitr more fivqueoily. 
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consideration for negoti^ed agiwmeats. We are not fam i b a r enough with the relevant 
tariff protocols to Judge the veracity of these claims, but we do observe that some degree 
of consumer flexibility on the part of the ISO is an effective defease against the exercise 
of power. At the gam* time, it would be desirable to increase the ttanspareaQ' of 

the decision piocess of the ISO’s recourse to outside negotiations. A possible alternative 
in Section 5 is a set of longer term agreements under which the ISO m ig ht 
actjuire resources and for which suppliers both within and outside the ISO co ntr ol area 
could compete. 


4.7. Flawed Allocation of Ancillary Sendee Costs to Schedoilsg 
Coordinators 

Another distortion of the ancillary service market is the manner in vidiich the 
ancillary services are paid for. Currently, all ancillary service costs are allocated pro-rata 
according to day-ahead schedules. Thus, the cost burden for reserves is shared according 
to the level scheduling coordinators say they are going to use the ^Wem, and not 
according to the level rhat they actually use the system. The current bUIing practice gives 
Aims an incentive to under-schedule, because doing so reduces the amount of ancillary 
services the firms have to pay for. 

Figure 16 illustrates the difference between the day-ahead scheduled daily load 
and the hour-ahead scheduled load for the same day. Day-ahead loads schedules have 
consistently understated the hour-ahead schedules all weekdays except Mondays. The 
magnitude of this diflerence has beco increasing as ancillary service prices have 
continued to stay at the currently high levels (note the scale on right-hand axis). 

It was originally thought that the creation of a replacement reserve product would 
help deter under-scheduling. The tariff intcruied that replacement capacity would be paid 
for only by the finns who produce less generation than they had scheduled, thereby 
placing the cost burden to the system from under-scheduling onto the firms that had 
caused the problem. However, software shortcomings have prevented the implementation 
of this intent. Additionally, under-scheduling increases the amount of replacement reserve 
that the ISO needs to procure. So a firm can potentially reduce its own ancillary service 
payments and increase its sales of replacement reserves by scheduling less than its 
anticipated demand. 


4.S. Exclusion of Suppliers from Outside of the ISO Control Area 

Until August 6, the ISO could not accept ancillary service bids from any supplier 
located outside of the ISO control area, due to limitations in the bidding software. This 
represent a significant reduction in the pool of potential suppliers to the ancillary 
services market By comparison, the share of energy scheduled m the ISO system that 
has originaled from outside the ISO control area has at times reached up to 20%. On 
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August 5, some of these harriers were removed, and suppte from outside the ISO have 
since been able to hid into all ancillary service maikcts except rcgulalioa The regulation 
market will remain open only to aippliers from within the ISO due to the t^rc 
physical ret^uirements of that service, frt additirai to ISO sofrware constraints, 
several utilities also face contractual barriers to providing andHary services to 

the ISO.” 

It is important to note, however, &at suppliers from outs^ &c ISO control area 
could have an indireer impact on the ancObiy services market, hi die absence of other 
distortions, we would expect to sec suppliers from uiside the ISO control area le^iond to 
hi|^ ai^ilsry service prices by edacity from the PX (and other SCs) into the 

msdOaiy servisre markets. This would in turn increase the energy price is tire PX and. 
absent congestion, draw increased supply from outside the ISO. As with the energy 
market, trassmiarion limitarions hi^ oux-of*ISO demand can limit the amount of 
capaciQA av^lable tor export into either the ISO or the PX 


4.9. Other Software DiilicDlties 

Severn software problems have been identified either by the ISO or maricet 
participants. It is our understanding that cotiectioiu to most of these software problems 
are universally desired and therefore not cooiroversial, although the priority given to the 
various software fixes is still a subject of delate. These problems are listed below. A 
description of each of these problems provided m ua by the ISO is attached as Appendix 
A of this report. 

It is important to note that confusitM about many of the software issues has 
impacted the market almcst as much as the problems themselves. We advise that the ISO 
establish an outlet throu;^ which stakeholders can nodfy the ISO of software problems 
and fiom which they can receive infi>rmation about the progress of software fixes. This 
would ideally include clear notification of when and how the various problems have been 
corrected. This outlet should be an easy to access and transparent, and could perhaps be 
added to (he ISO web site. In addition to progress reports, the ISO could use this outlet to 
help establish priorities amongst stak^olders for various software fixes. Many of the 
comments and complaints of market participants that have been received by the Maiket 
Surveillance Committee could have addressed by this kind of procedure. 

1. LubQity of the Rnl-tinie Dispatcii Software (B££?) to Tnck Operator Dispazeh lostiuction 

2 . Muhaodhng of Downward Hegulatioo ia Sequenoal Ai»illary Service Evahudoa 

3. IsadequaeVetificacicaorEUgibilicy of AfidUary Service Buh 


Several stuckipal utUities have sigoed mistcassecdoa sgreeanux with oeighborisg {or sigroundiag) 
lOUs that TDChide both mooetary tad operatsoBai coostniott which make it difticult ft)r finm ts 
expon aadlUiy services dtrrwgh those interconoceted nasnurion tacilides. 
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5. Recommendations 

In this section, we list a noinber of options for addressing many of the problass 
(Ascribed in Section 3. We focus here on policy and market design modifications that 
should be viewed as additional preposals beyond the correction of the various software^ 
based probl ems that have impacted the market. Tbe benefits of some of these proposals, 
such as a state-wide auction for ancillary soviees, will be further flluminated once we 
have completed our broader empirical analysis of the p er f o rm ance of these marittts using 
die data obtained fiom the ISO’s Market Surveillance Unit The impact of several of the 
proposals may also dqrend upon the implementation of others. For example, we do not 
recommend giving to all participaats tto to receive market-based rates unless die 
ISO has the right to impose a damage-control price-cap that will permit it to rqect 
excessive bids. This price tnaVaa oqiiicit the usual right that all buyers have, az^ dte 
ISO should be no exception, to refbse m purchase at excessive prices. The ISO should be 
able to raise or lower the cap as it sees fit based on periodic review of the performance of 
the markets. We feel that all of these pmposals r ep r e s ent steps in the ri^t direction 
toward a better functioning market. 

• Implemeiu ’’rational” purchasing practices for ancillary services that allow the 
ISO to substitute cheaper superior services for more expensive inferior services in 
its procurement of ancillary services. 

• Revise RMR protocols and rates so that generating units with RMR contracts no 
longer have the incoitive to widibold capacity fiom the day-ahead energy market 
and ancillary services maricets in order to be called under their RMR contracts. 
This could involve creating a new class of true option contracts to replace some 
RMRs. 

• Grant market-based rates for ancillary services for all market participants, 
assuming the ISO retains the authority to impose a damage control price cap. 
This could also be accompanied by, or contingent upon, the commitment of some 
of the capacity of PG&E to contracts for di/Terences for the provision of ancillary 
services 

• Retain a damage control price-cap on all ancillary services that can be raised or 
lowered at the ISO's discretion, regardless of what decision is made on granting 
all firms market-based rates for all ancillary services 

• Run the auction for ancillary services on a state-wide basis. If the state-wide 
market-clearing prices leaves a shortfall of supply in a given zone, use RMR 
contracts to make up the shortfall 

• Revise scheduling and/or energy imbalance protocols to help reduce the need for 
regulation edacity. 
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5.1. Adopt Rjidoa*! and Transparent Purchasing Practiaea 

No maner what other reguialoiy or procedural chaagea are made to fiiese markets, 
the ligjdides in the cuirent protocois for purchasing andUary services should be removed. 
We recommead that the ISO adopt the common sense role of flying a bid to sappfy a 
Mgfcer quality aadllary serwce to &e provision of a lower quality andllaiy service when 
(feting so r^luces costs. Thus, the ISO would have the discredon to substinrre 

extra reguladoQ capacity for spin capacity, if this unused regulation capacity was bid in at 
lower prices than the ^in c^adty. It could also suhstituts unused regulation or spin 
capacity for non-spin capacity, if either of the first two services were bid in at lower 
prices dian r«3a-spiaaiag reserve. Finally, any unused leguladon, spinnmg mkI non- 
spinning r^eive edacity could be purdiased instead of replacement c^saaty if any of 
6ese three services were offered at lower prices than replacement reserve capacity. 

Although there are several complication associated with iroplementir^ rafionai 
purchasing within the context the current BO protocols, all of the market pardcipimts we ' 
talked to both in our telephone interviews on August 10 and at the open meeting of the 
Market Surveillance Commiaee on August 12 supported allowing the ISO this sort of 
discretion in procuring its ancillary services requirements. 

One complicador. associated with cxuplemenncg this rational buyer snategy for 
the ISO is that the energy payments made to generators for regulation capacity (ii ff g r 
from those made to genentors providing odier ancillary services. Suppliers of regulation 
are compensated through the R£PA mechanisn becaiise they cannot receive the real-time 
energy price for electricity supplied fiom their units. We are currently studying various 
proposals for making the ISO a more rational buyer of ancillary services in a manner 
consistent with siatcments fiom the ISO tariff quoted in Ssctioa 4.3. In the meantime, a 
few straightforward changes in the ISO’s ancillary services procurement protocols can 
move it significantly closer to rational buyer market outcomes. 

A straightforward method for introducing some buyer rationality into the ISO’s 
purchasing process would be to impose the requirement on market participants that all 
bids for superior services also to apply to the provision of inferior ones. For example, if a 
finri bid a block of capacity at a given price into the ^ianinj reserve market, that block is 
also eligible to provide non-spin and n^lacement reserve from this capacity if it is not 
taken in the spinning reserve auction. It would be roiled over to the bid stack for any 
inferior product, a: the same price that it had been affsred for spin. Alternatively, the ISO 
could just buy more spin, if it were cheaper than non-spia, and substitute it for non-spin. 
In either case, the cost to the ISO is the same. Howevtx, sbee it is reasonable to assume 
th^ for 3 given unit, be cost of providing these services is declining across the hierarchy 
(regulation, spin, noo-spin. replacement), a generator offering spinnmg reserve capacity 
at price of SIC/MW would prefer to .receive that price for providing non-spinning or 
rcplacOTcat reserve.” It would therefore improve be economic efficiency of the 


” Tto «s«mes that the ajkt -will be dispatearf ta die real-nme cDCtjy bid sack iceoRfiag tc in energy bid 
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ancillary services markets to let that unit provide the inferior service at the price offered 
for the sapaior service. Imposing this requiremeot on bids submitted by each generating 
unit to the four ancillary services mar kets, would guarantee that the four mtal hourly bid 
quantities plotted in Figure 12 and 13 would never cross. The total Imuriy amount of 
legulatioD bids submitted would always be less than the total hourly quantiQr of bids, 
and so on. The total houriy amount of replacement bids greater dian foat value for all 
other ancillary services. 

Given that the cost of supplying these services should decline as one smves ffom 
higher to lower quality services, firms would ideally submit Icrwer price bids to foe ISO 
for the supply of a lower quality service after foat cap a ci ty lost at a higher price m foe 
auction for the higher quality service. For example, if a genenmr submitt^ 100 MW 
that was not accepted for the siqrply of regulation at S50, aixi the capacity is then roHed 
over into the ginning reserve market, that generator would want to lower the price of that 
unit in order to increase its chance of earning some revenues fiom it in foe lower quality 
markets. To cqiture this aspect of bidding based on the cost of supply, foe ISO should 
allow firms to lower the price of foeir bids if those bids are rolled over into a maricet for a 
lower quantity service. However, we recogniae that allowing for this possibility would 
significantly increase the number of prices that each unit would be leqtiiRd to submit. In 
particular, there would be a bid price for capadiy explicitly bid into each market and a 
bid price for capacity that was bid into a higher quality market not taken and foerefore 
available for a lower quality market Rather than increase the number of bid prices each 
unit can submit, we feel that foe much of the increase in market e£5eiency made possible 
allowing bid prices lower quality service maritets for capacity not taken in higher qtiality 
services can be c^tured within the constraints of foe current ISO bid softw^ by 
imposing the requirement on each generating unit that the capacity price bid for a lower 
quality service may not exceed foe price bid for the next hi^cr quality service. Under 
this restriction, all capacity not taken in a higher quality product auction will be available 
to be taken in a lower quality auction at a bid price that is less than or equal to price that it 
lost at in the higher quality auctioa 


with the um pnbtbilit}' reavdleu of wbetber die etpadry is used for iptn, son-spia or replacenKSC 
reserve. The Msunqitioa of so equal probability of being dupatched is the rwl-tinx en erg y market across 
die spin, noo-spio and replacement capscity markets is a necessary coodition to claim this improveinent is 
economic efficiency. 
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"riiese rwo changes to the ISO's purchasing protocols are summarized below." 

Rational Buyer Protocol 

1. For each generadns anitt the total quantity of capacity bid for the supply 
of each ancQiaiy Mrvke cannot decrease as a quality of the ancillary 
service product decreases. 

2. For each generatliig unit, starting with the highest quality ancillary 
service product that has a noa>zero capacity bid, the bid prices associated 
with that ancillary service product and all lower quality ancillary service 
products most not increase as the quality of the ancillary service product 
decreases. 

Thus for a generating iadlity offering capacities, qr^ qgpiju 9non and qrqil, for 
the supply of regulation, spin, noa*spin, and replacement, respectively, foe ISO should 
require that qreg i qspin ^ <lnan ^ qr^t Prtg ^ Pspin ^Pnon ^Pr^t, where p is 

foe bid price for these respective services from that generating unit. This protocol change 
would require a simple bid consistency check on a unit-by-unit basis for foe satisfaction 
of these inequalities before the data enters the ISO’s current market-clearing process for 
foe ancillary services markets. 

In order to implement meaningful substitution between reserve services, the 
payment mechanisms for foese services must be consistent. Ideally, this would mean 
every firm would be eligible for market-based rates, thereby rendering REPA 
unnecessary. Although foe rational buyer requirement on generator bids could still be 
implemented if REPA remained a componcru of compensation for regulation providers, 
we do not recommend this course of action. The REPA simply substitutes an 
administratively determined additional payment to winning bidder in foe regulation 
auction. We instead recommend that REPA should be eliminated, foe rational buyer 
requirements on generator bids imposed, and market-processes be allowed to set foe price 
of providing regulation, subject to a damage control price cap. 

In addition to adding flexibility to foe ISO’s purchasing protocols, it is important 
that these protocols be transparent to market paxticipants. Bidders into these markets 
must be able to formulate accurate expectations the revenue they can expect to earn from 
a given bidding strategy in order for foe market to operate effectively. This is especially 
true for foe provision of imbalance energy. As discussed earlier, generators providing 
spin and nqn-spinning reserve are uncertain of the mechanism used to dispatch them in 


^ This chtnge is bid pnjtocob will allow the ISO to retain h curreni market-cleariag proceues yet 
foe freque^ of hourly ancillary services prices foal hive higher-quality servica priced higher than foe 
lower quality semca. This rational buyer protocol abould fo e r e f o i e only be in effect foe appropriate 
fully ndonal, total con-minimiring ancillary service* piocumncn: process cu be and 

implemented. 
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the rsal-tinie energy tnaricet, because fiie opcraioxs often skip over energy bids from spin 
and Qon>spiD units is the real>dise energy bid stack. The !SO should clarify, to the 
greatest extent possible, die conditions tmder which spinning and non^spissing resources 
be eaitad to ptovidc isibalance energy. At the ssrx tune, the ISO stay wish to 
consider whetha it is possibie to reduce the overall seed &r the various ancillary 
services, especially i^lacement reserve. No matter what is viewed to be the appropriate 
need for and usage of ancillary services, it is in^rtast that the protocols for usage are 
dear to all market partici|»sts. 

One method the ISO may wish to consider for resolving the ambigtrities 
surrounchsg the usage of c^racity reserves for the supply of imbalance energy is the 
plication of a 5xed “adder” to the energy price of generation units pronda^ a given 
service. Bach ancillary service could have a different adder value, set to approximate the 
opportunify cost of replacing that reserve. This value could be set at fre day-ahead 
niarket-clearing price fm* that hour for the eapaci^ of that andllaxy service, or foere could 
rin^ly be Sxed sdder for all hours of foe day for each ancillary services energy bid. To 
take a concrete exao^Ie, st^tpose the day-ahead price of non-spinning reserve cj^padty 
was set at $10/MW. A spinning reserve unit thiu bad won m foe day-ahead capacity 
auction wuld foen have SlO/MWb added to its real-time energy bid when it is pl««d in 
the (eal-tiffie energy bid stack. Suppose this fociltry's real-time energy bhl was 
$20/MWh, foen its price in foe real-rime energy bid stack would be S30/MWh, and it 
would only be dispatched if foe real-tune energy price exceeded S30/MWh, not its bid of 
S20/MWh. The use of this adda places a dollar value on the opportunity cost of spinning 
and non-spinning reserve units m foe real-time energy bid stack. The replacement reserve 
capacity would have no adder in foe real-time energy market under this scheme. This 
scheme has the benefit that firms bidding into the spinning and non-spuming reserve 
markets will have an ioceruive to bid low for the real-rime energy portion of these 
ancillary services bids. There will also be an additional incentive for firms to keep foe 
market clearing cs^acity prices for foe aon-spouung and replacement reserve markets 
down in order to reduce the adder on foe energy bids associated with their spinning and 
non-winning reserve units. 


5.1 Revise or Supplement foe Existing RMR Contracts 

As described in section 4.4, RMR contracts in their current fonn have dons vay 
little to reduce market power problems, and arc most likely contributing to them. Recall 
the negative relationship between the frequency of market participation by generating 
facility and the level of its RMR cw^city payments discussed earlier. The frequency and 
severity of these problems is a question we would like to study fjrther. However, it is 
clear that foe ISO would benefit from additional flexibility in purchasing services either 
under RMR contracts or some other type of contract that could, for some units, be 
substittited for RMRs. The ISO w>uld also benefit from reducing the incentive to 
withhold capacity from foe market that some RMR contracts appear to give to their 
owners. Owners of RMR units have protested that allowing foe ISO to arbitrarily call 
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their uniu under RMR tenns would discriminate against lower cost units that would 
otherwise be e^ning legitimate operating profits. This is a valid and important point.' 
However, RMR contracts should be modiiiM to both reduce their negative in^acts on the 
market and provide the ISO with more flexibility. 

One possible modificatian that would reduce many of the perverse incentives for 
withholding capacity flom the ISO’s ancillary services markets in flic cnnent contmcte 
would be to treat the RMR contract as a reliability insurance policy purchased by flw ISO 
from a generating &cili^. The ISO would p^, at the beginning of ^ contract period»^ a 
non-refiindable, up>frant payment to the unit’s owner, that bodt parties deem to be a 
‘&ir.’ The ISO would then gain the dght m call on this unit for local grid reli^Mlity 
reasoiu and to provide ancillary services. This fixed p^ment or reliability insurance 
premitim would be mdq>eQdeat of the ntnsber of hours m which the unit actually 
operates. It should be doigned to pay the unit owner a sufficiently large fraction of its 
fixed costs, that it is willing to be called uzxler an RMR contract. 

It may appear that, under this arrangement, the ISO would pay a larger share of 
the unit's fixed costs if that unit were called upon less than was expected. However, 
under existing RMR contracts the generators themselves, throu^ the bidding (or not 
bidding) of their units, can directly influence how many hours the unit is called under an 
RMR contract Under the current contract terms, it is our understanding tSaf from 
discussions with the ISO Market Surveillance Unit that almost no units are called less 
than expected, and many are called for more flian was expected. With an up-front 
payment of fixed costs, the RMR units would most likely receive no more fixed cost 
compensation than they do now, but would not have to distort foe market through the 
non-bidding of their units in order to do so. 

Under a reliability insurance policy, the ISO would be further obligated to pay foe 
unit’s variable cost for every hour in which it operates under a RMR contract. If 
necessary, the condidons under which foe unit would be called could be to some 

form of 'market first’ criterion, as long as foe market upon which that criterion is based is 
shown to be workably competidve. Under the scheme in which foe RMR is only 
compmsated for its variable cost of providing energy under foe RMR contract, generators 
owning units with this type of reliability insurance policy would have e x tr em ely strong 
incentives to bid into foe market during hours when foey expect foe PX or real-time price 
to ^ in excess of their variable cost of producing electricity, because foey will only cover 
their variable operating costs if foey are called umJer an this contract, but may cam far in 
excess of this amount if they called in foe PX or real-time energy market 

The ISO would also benefit from contracts for foe provision of ancillary services 
that it could invoke for economic, rather than reliability based reasons. If RMR contracts 
must include a ‘market-first’ provision, a new type of contract could be created. 


The payrnentj could also be mide ia niondily msaUmcas over the dunboo of the contneu 


Market Surveillance Committee Report Page 44 


^^001207851 


http ;//rims web 1 -fere. fed. iis/\vconiiect/wc.dll?rwsearch—PrintNPick 


8/28/98 



440 


RIMS Doc ID 1877630 


Page 51 of 80 


Hopefully, the existence of a second type of contract that would help fill general, rather 
than location specific ancillary service needs, would reduce the number of RMR contracts 
diat would be needed. The price of these contracts could be based upon market-based, 
radier than Mjst-based arrangements. ExpaiKitng the menu of ascUlary services comraci 
only be should be poraued if the ISO decides to continue with its current poHcy of paying 
for some of the unit's fixed costs through a variable capacity payment per MW c^ed 
under the RMR'conhact However, we believe that reform of the RMR contracts to 
pre^de owners of feese units with strong incentives b> bid aggressively into the ancillary 
services madasts during periods of high system demand, will go a long way towards 
making the less markets worlcably compedtive. 


5.3. Grant Market-Based Rates for all Market Partidpants 

It will be very difficult for prices in the many rateicomected markets of 
Caiifoniia’s electricity industry to cquiliteate if regulatory price-caps are ^licd ' 
unevoiiy across finns and across maricets. Therefore the diminadon of cost-based 63ps 
for the remaining firms that are subject to diem is a precondition for the markets to reach 
their intended fonn. There are valid argumen‘,s on both sides of the quesdon of whether 
to grant maricet-based rates to all firms. Even after the divestirure of some of its gas-fired 
generadoc, Pacific Gas & Electric still has ownership over half of the ! ^-minute ramping 
edacity in the ISO system. PG&E ts likely to be a pivotal supplier of both regulation 
and ginning reserve a large portion of the time. We are currently gfam ining the number 
of hours in which PG&E (and other firms) are currently pivotal bidden in these markets," 
PG&E controls large shares of the ancillary service capacity in the northern California 
zone. 

However, it seems reasonable that the deeisicai to let a msuket process determine 
prices ficr a given product should be made on a market-wide, not firm by finn basis, so 
long as the ISO retains the authority to impose a damage control price cap (as we 
recommend below). If a market is viewed to be worlcably competitive, all firms should 
be digtble for market-based rates. All firms are eligible for market based rates in the 
much larger maricet for electrical energy as well as the replacement reserve market. 
Additionally, PG&E is the largest consttmer of ancillary services and is also subject to a 
rate fiieeae through the year 2000, These same facton that contribute to muting PG&E’s 
incentive to exercise m^ei power in those markets also apply to the remaining partially 
regulated markets. 


“ Ttxi* ulnUdoo invoWev for ace finn. subtracting the toaJ capscity bid by »U aiJier Snm 6wn the 
jniiket raquire n ie m for och service. If the narket requirenieot it gmrer dun toe eipiciiy offaed by kQ 
other ionu. that finn is pivotiL A pivotxl firm can receive any (uncapped) prire it bids for tliail capacity. 
This ntnd a noa is often much more informative than market ihure caicBlaoota as a firm couid be pivotal 
bet stiS have a very snul! market share. 
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If PG&E is considered to control too dominant a share of the ancillary service 
capacity to permit market-based rates in these markets, an alternative is to place some of 
this capadQ^ under either Snancial or physical vesting contracts until it is divested. With 
such a contract, the ISO, or other parties, would be entitled to a £xed amount certain 
ancillary services under preset ‘'reasonable** prices. These contracts could be physical 
call options or even contracts for diSerences. In many ways, RMR. contracts have 
indirectly served diis purpose. However, as described above, the extremely lucrative 
terms of these contracts and the restrictive conditions under which they can he used 
combine to exacerbate, rather than mitigate, market power problems. 

We favor purely financial contracts for diffaences (CFDs) for a fixed pre- 
determined yearly pattern of ancillary services qtiaaticies. We favor offering the signing 
of such contracts as a pre-condition for granting market-based rates to the lemainirtg 
regulated firms. Contracts such as these have been successfully utilized, is one form or 
another, as a tool for mitigating market power m several electricity markets throu^tout 
the world.** These contracts can provide a level of insurance against market power abuse 
and other market design problems that RMRs currently have not provided. 

AneUIary Services Contract for Differences fCFDj 

An ancillary services contract for differences works as follows. Suppose a 
generator sells a 20 MW worth of CFDs at a price of SIO/MW in the replacement reserve 
market. If the market price for replacement happens to be S20/MW Aen the generator 
owner pays to the purchaser the difference between the market price of S20/MW and the 
CFD price of SIO/MW times the quantity of CFDs sold, 20 MW. This means that if the 
market price is instead S5/MW, the purchaser of the CFD pays to the generator difference 
between the CFD price of SIO/MW and the market price of S5/MW times the number of 
CFDs sold 20 MW. 

Under an ancillary services CFD, a generation owner would agree to a negotiated 
pattern of hourly prices throughout the year or a single price for all hours during year for 
each »cillary savice. Associated with each of these contracts is a pattern of hourly CFD 
quantities throughout the year. To continue our example, suppose that at a market price 
ofS20/MW the generator was only able to sell 15 MW ofits capacity in this market, and 
suppose for sunplicity the mar^nal cost of supplying replacement reserve is zero. 
Consequently, this generator’s combined profits its sales in the actual replacement 
reserve market and the CFD contracts that it owns is equal to the market price of 
SIO/MW times the quantity sold in the replacement market, 15 MW, minus the market 
price of $20/MW less the CFD price of SIO/MW times the quantity of CFDs sold, 20 
MW. The generator profits in this case arc 10*15 -5*(20)» 550. Now suppose that by 


“ Such amtnets have hero utilized in the Albert*. United Kiaidom, *od Austnli* electricity oaricets. For 
in examinition of their unp»« in the UK. see Newbety. David "Power Mirkets isd Mirket Power " The 
Ener^ Journal 16(3). ’ 
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bidding a lower price into the rcplacsaieiii reserve madect the genetaior is able k> sell 30 
MW of capacity, but his greater supply lowers the maricet price to S5/MW. In this case 
the geceraKsr’s profits fiom both its sales is the msskst and its CFD holdings is 5*30 + 
S*20 » S250. la this case the genoator mslcfts money fiom actual sales in the 
replacezneat maAst and earns <^37ence payments b e ca use the mariret price is less dias 
its CFD price. 

This example, cjdubits a general ^renomcoon associated widi CFDs. ITiey 
provide strong incentives &r films to bid very low prices is order to both seQ more than 
the CFD quantity in the actual physical maricet for the commodity. In diis way CFDs 
provide a way to mitigate the incentive suppliers have to set high prices. This exastple, 
also illustrates why it is important to make the patters of aadllaiy serytees quantxries 
dtroaghout the year follow the utual pattern of ancillary services that dte net d^amhnrs 
of ancillary services expect to purchase fiom d» oei supplier of ancillaiy services. 

By pun^ming a sufficient quantity of CFD contracts, the net btiym of anci^y 
services css sgnifieaatly mute the mcendves of sellers to set high prices is die aorilla^ 
services markets. As shown earlier in the report, in general, finns attempt to set high 
prices by withholding some capadQ' the mariret. A fins that does tlus hopes that prices 
driven high enough to offset the lost qaandiy that die firm has sold. However, if a 
generating firm has sold a substantial quantity of CFDs h Licesdves to enga^ in this 
behavior are substantially reduced.” 

The larger the quantity of CFDs a generator bolds relarive to its sales in the 
physical market, the greater its incentives are to bid aggressively to set a low price m the 
market in order collect difference payments fixjtn the sellers of the CFDs. The benefits 
associated with aggressive bidding firem generaiors seiling large quantities of CFDs are 
particuiariy great for the spin, non-^'n and r^Iacemcnt reserve markets because the cost 
of supplying these services is presumably much less dian the cos: of supplying regulation 
or energy. 


5.4. Retain a Damage Control Price Cap 

Although the ultimate goal of regulators and stakeholders is to let market 
pnxresscs determine prices for electricity services in the California market, it is clear ttiat 
there arc currently flaws in the design and implemeotarion of t-hwe markets. While these 
flaws are being idendfied and corrected, ft is prudent to have a backstop on which to rely 
tqjon. The various price c^s that the ISO has to date imposed bavc been set at levels that 
hopefully would not be binding if the market funcdocs as intended. The caps are in place 


BecKue the geaentor is effectively dwit ia cbe lodHiiy services nurie? if is say hour it U uasble sell 
the qusBtsQf of locdliry services specified in the CFD, id iaceaave is to »« as low » pries u possible is 
the physical laaricet so at Tsceivs difTocBce p^mcoo boa puichuer of the CFDs 
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to lirnii the extent to which individual £nns can take advantage of inaiket flaws. These 
markets continue to evolve and this report has ide n tified several steps that could be takoi 
to help it evolve further. While changes such as the ones proposed here are being 
implemented, and until partidpaats are fiiUy com&ttable that most significant market 
problems have been corrected the need for damage control price caps remains. Further 
j iffwirinq n eed s to be given to the question of whether the current level of the price cap is 
^jpropfiate, and to developing methodologica ftr setting the cap. 


5,5. Purefaase Ancillary Services Using a Sute-WideAnetiOB 

While the for ancillary services at times be competitive on a state- 

wide basis, there is no question that the compedtiveoess of these markets is reduced when 
purchases are made by zone, rather than statewide. We are currently evaluating the 
relative competitiveness of both zonal rnark*^ rela&ve to the statewide market using 
several measures. One way to mitigate dxe abuse of zone specific, locational market' 
power is to always purchase services throu^ a state-wide auction. This would produce a 
state-wide market clearing price for each ancillaiy service. If this price produces more 
services in one zone, less services in die other, than are required, RMR contacts 
could be yt sed to make up the difiference in the zone with the shortfall. 

The following example illustrates how this might be accomplished. Assume that 
a single firm owns all the ancillaiy service capacity in zone A, and that several firms 
compete to provide ancillary services in zone B. Farther assume that the ISO needs to 
procure 2000 MW. However, with congestion, the actual location specific need for 
ancillary services is 1000 MW in - w ch zone. If purchased on a zonal basis, the firm in 
zone A could exercise monopoly power and, given demand inflexibility, force prices to 
always be equal to whatever limits were imposed, say S250. Aasume that the firms have 
the following characteristics. 
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Pins 

ZOBt 

Unit Name 

Capacity 

Bid 

1 

A 

A^.I 

500 

10 

1 

A 

AJpha.2 

500 

250 

1 

A 

Beti.l 

500 

250 

2 

B 

Ddii.l 

SOO 

25 

2 

a 

Dslta_2 

SCO 

30 

3 

B 

ftatwwM 1 

250 

10 

3 

B 


250 

20 

4 

B 

EpaUas_l 

500 

15 

4 

B 

EpsiIaB^2 

500 

30 

5 

B 

Ea 

230 

250 


Table?: Sample Firm Cbaracterlstio 


Qven the above unit capacities and bids, if the ISO conducted its auction on a 
zonal basis Sirs I would be awarded alt 1000 MW of capacity in zone A at a price espial 
to the market linvit Note th^ firm 1 is in the marku with all its units, so that the 
could not call upon any of diese units under currmt RMR protocols. This is as extreme 
exampie of how RMRs do not help Oie problem of local market power if the market is 
defined to be too small. Compedtioa is quite robust in zone B, with firms 3 and 4 each 
supplying 500 MW at a market clearing price of S20, set by firm 3. 


ParehiM PretMoi 

Zaae A 

Zeoc B 


Mspnil Uml 

rncB 

M«ps«l Umc 

?ne« 

Zmal 

AipbiJ 

S250 

Gamma 2 

no 

Messed 

DeltaJ* 

S25 


523 


Table 8: Sample Market Outcomes 
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If, however, the auction were combined to draw supply from both zones A and B, 
the bid stacks of firms would be combined. Using the above bids, 2000 MW of supply 
would be reached with 500 MW each being supplied by finns I, 2, 3, and 4. The market 
clearing price would be set by firm 2 at S25. Firm 1 's a tt empt to set the price at $250 
would be undermined by the aggressive bidding of firms in zone B. This allocation of 
supply, however, would result in 1500 MW in zone B and only 500 MW in zone A, 
where an additional 500 MW would be needed. Under such a circumstance, only 1000 
MW would actually be purchased is zone B (the same as before) at a price of $25. The 
remaining units in zone A are now ota of the market due to their high bid prices. One of 
these units would be called to serve the shortfidl under an RMR contract 

This example illustrates how it is necessary to enlarge the market in order for 
RMRs to begin to funenon in the manner in which they were intended. If a zonal mar ket 
is not sufficiently competitive, then RMRs will not help to mitigate market power when 
reserves are acquired on a zonal basis. Note that in the example given above, firm I 
would benefit fimm chan^g the bids of its remaining units to $20, which is the market 
clearing price in zone B at 1000 MW of supply.* Thus, in this example, merging the 
zones helps encourage more aggressive bidding on the part of some firms. 


5.6 Revue protocols to help reduce the need for reguUtloD services 

Because of the amount of input and comment we received during our telephone 
interviews and ptd:Iic meetings on the larger than expected purchases of regulation 
capacity by the ISO, we felt this wzs an issue worthy of further study and public 
comment. Because no committee member is an expert in power systems engineering, we 
can offer no concrete recommendauons for changes in operator protocols. Nevertheless, 
would like to continue our dialogue with the ISO’s operations staff in order to better 
understand this very complex problem. 

We do have one recommendation in regard to this topic. Many countries around 
the world have restructured their electricity industries to some extent. The operational 
experiences of these electricity supply industries both before and after restructuring may 
enable the ISO to provide an aruwer to the question of whether or not their operators are 
procuring *^00 much" regulation, or if the operating a competitive electricity market 
simply requires significaatiy more regulation reserve. In addition, the experiences of 
these countries in reducing their ancillary services purchases over time, offers the ISO the 
opportunity to benefit finra these experiences and more rapidly reduce its own demand 
for regulation. 


* Thii snalysis a.'avtT-in (hit RMR prico ire set it miooible levels, if Ifae RMR ntes on ill tSiti. units 
were very high they would mod likely itty out of (be market isieasooilly is onler to collect this more 
lucrative piymeat. This problem is discussed iasectioo 3.4. 
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6. ConclasioDs 

R^er than i^aoduce summary of our rxomrBa ai i ario aSt the committee 
^uld tUcetoiastead re-affirm its convicdoa that &ePX sod ISO e&essymazimts md the 
aiwilLaiy services maricets can be made workably competitive. We believe tiiat tiie 
adoption of die recommendado&s cootaiced in this n^rt can put the ISO on track to 
adneve Us ^sal of eempedthv markets for elecoicity. On the o&er hand^ imricets 
are rapidly evoiviag in terms of both the mmbeis, sizes ami s t rat eg i es pursued by market 
partierpants, so that the process of en«iring tins transition to ccmp edtioci remains on track 
is ongoing and requires penodic detailed analysts of market data. This will allow the ISO 
mazuigement to amicipme matty market power and otiier structural problems with die 
market before they occur. For that reason, we hope to continue research on the topics for 
foture investigadoa described tiooughout this report. 
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Appeadix A: Description of Software Related Problems 


This attachment describes various other software related problems that have be e n 
hindering performance in the ISO's maricets. These problems have been identified either 
by the ISO or market participants. 

1. Inability of the Real-dme Dispatch Software (BEEP) to Track Operator Di^atch 
Instnictions 

The ISO real-time dispatch software (Balancing Energy and Ex-post Pricing; 
BEEP) runs every 10 minutes, but its Hi^ pateh instructions for the non-AGC units are 
not executed automatically. For many resources in the BEEP stac k , instructions must 
be communicated by voice to the 6eld to increase or decrease generadon as instructed 
by BEEP. The 1 0-minute interval between two successive BEEP executions is 
sometimes inadequate to permit foe ISO operators to complete this manual process 
for all units designated by BEEP. However, BEEP assumes its instructions are 
implemented, interprets the outstanding imbalance as new imbalance energy, and 
moves up foe BEEP stack to higher priced energy bids to dispatch additional energy 
in the subsequent 10-minute interval. This may result in higher and more volatile real- 
time prices. It also reduces the available si^ly of real-time imbalance energy. This 
deficiency was the primary reason for imposing the real-dme energy bid price cap as 
a precondition for the transfer of operational responsibility to the ISO at start-up. 

A fix is due to be implemented in foe forthcoming release of foe BEEP software 
to allow the ISO operator to indicate foe units called, and to have BEEP throw back 
into the BEEP suck those energy segments that it selected but the ISO dispatcher did 
not succeed to call. In the mean tune the ISO has implemented a mantial process 
whereby the ISO dispatcher can manually adjust (bias) the amount of imbalance 
energy seen by BEEP, based on their estimate of the amount of MW instructed by 
BEE? that could not be implemented in foe field. This manual workaround has 
partially midgated the problem to some extent 

2. Mishandling of Downward Reguladon in Sequendal Ancillary Service Evaluation 

The Ancillary Services Management (ASM) software processes aacillaiy service 
capacity bids sequentially in the following order Regulation, Spin, Non-spin, and 
Replacement The edacity selected from a unit for each market is subtracted &om foe 
total capacity available from that unit for foe market processed next in the sequence. 
However, the software does not distinguish between downward and upward 
regulation ranges in computing foe available capacity for the next market. For 
example, consider a 250 MW unit with a ramp rate of 20 MW/min that has won a 
day-ahead energy schedule of 150 MWh for a given hour. This unit may wish to bid 
+50 MW in the regulation market (50 MW upward and 50 MW downward), and to 
have its remaining 50 MW capacity bid into the spin market If this unit is selected in 
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tise rcgulatioii tuarket, its total range of ^uladon (from -50 MW to -fSO MW, i.e,, a 
total of 100 MW) is subtracted from the avalabic capacity, disallowing its remaining 
available 50 M'V edacity bid to the spin market 

A Sx is being implonented to correct ibc problem before the end of August 199S. 


3. IhadequatsVenfrcatioQofEUgibilicy of Ancillary Service Bids 

At present there is no verificationi in the Ancillary Services Management (ASM) 
software m ensure the edacity bid from a unit into the ancillary servt«s ssarket is in 
fret a\railable. For example a 720 MW unit with an energy sdiedule of 460 MW could 
bid and win 240 MW of spin edacity in the day-ahead market and 240 MW of non- 
spin capacity in the hour ahead market, altbou^ the sum of its energy and ancillary 
service schedules (460 + 240 + 240 - 940 MW) exceeds its c^achy (720 MW). 

A Sx is being implemented to correct the problem before fre end of August 19^. 


4. l.ack of Coordination between Congestion Management and AnciUary Services 
Management Software 

Currently the final schedules processed by the CongestioD Management (CONG) 
software arc not used in the Ancillary Services (A/S) bid evaluation. This may result 
in an A/S capacity schedtUe that is inconsistent and infeasible with the final energy 
schedule. This software deficiency was the basis for a temporary suspension of the 
penalty associated with the failure to provide ancillary services awarded in fre day- 
ahead market, when the energy schedule is changed by CONG. 

The Ancillary Services Management (ASM) software is being modified to 
consider unit final schedules, along with the unit physical limits and ramp rates in the 
release scheduled for the end of August 199S. 


5. Settling Ancillary Service Responsibilily based on Scheduled rather than Actual Load 

At present the aacillary service capacity responsibility of each Scheduling 
Coordinator (to be self-provided or purchase from the ISO) is based on the SC’s day- 
ahead (or hour-ahead) schedule rather than the actual load and generafion. This has led 
to incentives for under-scheduling of load (and gencradoa) in the day-ahead and hour- 
ahead maricets, thus making it more difficult and costly for the ISO to operate the 
system reliably in real-time. 

A change in the setllemecl software is contemplated to allocate aadllaiy service 
costs based on actual rather than scheduled load. 
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6. IrapropCT Settlement for Replacement Reserves 

The Settlement software at present allocates Replacement reserve capacity costs 
among the SCs in proportian to their schediUcd loads. The proper settlement for 
Replacement reserve capacity would be based on the deviation between actual and 
scheduled load of each SC. 

This change is contemplated as a future upgrade of the settlement software. 

7. Lack of Proper Coordiimtion Between ISO's Dispatch and Automatic Control 
Software 

The real-time dispatch software (BEEP) is not closely coordinated with the 
Automatic Generation Control (AGQ software of the ISO Power Management (PMS) 
subsystem. BEEP uses fixed hourly schedules and bad forecat^ as reference. 
Although it perform a transition tr^'ectcoy ^ the hour boundaries based on hourly 
schedules and load forecasts, it does not have any fee db ac k fiom the field as to where, 
each unit is actually operating. It assumes that ail units are following their schedules 
and that the imbalance is mainly due to changes in system load and interchange. The 
generation deviations are sensed by BEEP indirectly through the impact of energy 
imbalance on the regulating units. This means that generation deviations are sensed 
only ailer regulating units (which are supposed to be “net-zero-energy” resources) 
have deviated rather largely from ihdr base operating points (or Preferred Opctaiing 
Point, POP). In other words, regulating units carry the burden of “load following” 
before BEEF starts calling itpon other units to relieve the regulating units, allowing 
them to go back to their base point A consequence of this is increased need for 
regulation reserve. 


8. Lack of 2 O-Minute Real-time Price Information 

Although BEEP computes tO-minute real-time imbalance energy prices, only the 
hourly average ex-post prices are published. Geoeraiors which are not under direct 
control (AGO can (and do) deviate from their schedules or their Preferred Operating 
Points (POP) detenmned by the ISO. The generators are paid the real-time hourly 
average price for such uninstructed deviations. The uninstructed deviations are often 
intentionally maneuvered by the generator owners In reaction to real-time prices. The 
delayed (hourly) reaction of such generators to real-time price information may 
exacerbate the real-time energy imbalance fluctuations, and increase the need for 
regulating units which respond automatically and quickly to energy imbalance 
fluctuations. Publishing 10-niinute prices will reduce the information time lag, 
provide for more timely response of generators to real-time prices, and hopefully 
reduce the amount of regulation edacity presently needed during shoulder hours. 

Publication of lO-minutc prices is scheduled in the forthcoming release of BEEP. 
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9. Failure to Track Uninstructed Deviations using Reserved Capacity 

At present the sofhvare does not have the capability to recognize and penalize a 
generator that n scs part of its capaciQ' reserved for ancillary services (spin, non-spin, 
or replacement) to generate uninstructed energy in real-dme. The ISO must resoit to 
sporadic tnanitai scrutiny of individual units to detect such problems. 

10. Improper Payment for Uninstructed Deviations 

At present BEEP uses the hourly average of the lO-minute imbalance energy 
prices to settle uninstructed deviations (computed as the difference between the 
houtdy energy from the unit and its hourly schedule as modified by the BEEP 10- 
minute instructions). The 10-minute BEEP instructions are settled at the lO-minute 
Inc or dec prices as applicable (as tf the instruction were followed). This process 
causes two problems: 

Problem 1 : The ISO will end up with a net loss in each hour. The following simple 
example demonstrates the point: For simplicity assume that there is an unbalance of 
+300 KfW (surplus) in the fintlO-minute interval (i.e., an energy surplus of 50 
MWh), and an imbalance of -1200 MW (deficit) during the second 10-minute interval 
(Le., an energy dedcic of 200 MWh) due m schedule deviations (uninstructed 
schedule changes). The ISO calls upon the most expensive de cr e m ental bid (say 6 
S/MWh) for the first interval, and on the least expensive incremental bid (say 30 
S/MWh) for the second interval. The second unit will thus be incremented by 900 
MW (i.e., 150 MWh of energy) since BEEP will first restore the first unit to its 
original schedule before incrementing the second uniL The decremental price in the 
first 10-minute interval is 6 S/MWh; the incremental price in the second interval is 30 
S/MWh. For the instructed deviations, the ISO charges the first unit 6*50 - S300, and 
pays the second unit 30“150 ® S4500, a net payment of S4200. The hourly average 
imbalance energy price is (300+4500)/(50+150)* 24 $/MWh. Thus for the 
uninstructed deviations the ISO collects 200*24 • 50*24 * S3600. The ISO runs short 
by (S4200 • S3500), i.e., S600. 

Problem 2: A gaming opportunity is provided since a unit is rewarded for not 
following the ISO instructions. In ^e ateve example, assume that the first unit does 
not obey ISO's instructions. It will have an uninstructed deviation (surplus) of 50 
MWh for which it will get paid at the hourly average rate, 50*24 - S1200. 
Considering its payment to the ISO for its instructed decremental deviation (50*6 
5300), it will have a net gain of (S1200 - $300) * 5900. In general, any unit that docs 
not follow BEEP'S instructions will end up with a positive net cash flow under the 
existing settlement process. 

The source of both problems is using the average hourly price for uninstructed 
deviations. One way to correct the problem is to pay uninstructed excess generation 
(or under-consumption) the minim um of the lO-minute decremental prices for the 
hour, and charge the uninstructed under-generation (or ovcr-consumpdon) based on 
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the maximum of the lO-mmute mcremental prices for the hour. Regulation energy 
would still be settled at the average hourly ex>po5t price smcc ic is under ISO's 
control (no maneuvering by the unit owners), and because the I&>minute reverse 
pricing for regulation energy could render the REPA payment inadequate as an 
incentive for p ar tici p ation into the regulason market 

1 1 . Ignoring Impact of Ancillary services on Congestion 

Presently the ASM and CONG software both ignore the potential impact of 
ancillary services on inter-zonal congestion within the ISO control area (e.g.. Path 
15). For example: 

• If there is no congestion in the day-ahead, the ancillary services may be procured 
system-wide with no account for tiie &ct that thQ' may cause congestion if called 
upon. 

If there is congestion in the day-ahead, the andUaiy services must be procured on 
a zonal basis according to the current protocols, even if by system-wide 
procurement, they could possibly relieve congestion (by creating counter flows if 
called upon). 

12. Lack ofExplicit Requirement for Downward Regulation 

At present the ISO does not have the software capability to state and procure 
the upward and downward regulation capability it needs. The requiremait for 
regulation can be stated only as a percentage of the load without consideration of the 
direction of regulatioiL The ISO may end up paying for excessive regulation in a 
du«:tion that it does not need, and/or may have to procure more regulation (or call 
upon RMR units) to ensure it does gel adequate regulation capacity in each direction. 
The ISO software is under review to permit procurement of upward and downward 
regulation separately. 
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Figure! 


HOUfiLV ANCiUL-ARr SCWvrCCS RRICSS (S/«w) NORTH OF PATH 13 



HOORLT ANCll_t_A»Y SCRVICCS PRICES (S/UW> NORTH OF PATH 13 



HOURLY ANCILLARY SERVICES PRICES ($/MW) NORTH OF PATH 15 



July 1 3 — July 3 I 
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Figure 3 


HOUPLr anCILlaHY services OuamTiTies <mw> nortw Of paTm tS 



HOURUV ANCIUUIkflY SERVICES OUANTITIES <MW) NORTM OP PATH 1 5 




HOUHUY ANCIUUAHY SERVICES OUANTITiCS NORTM OP PATH IS 
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Figure 4 


HOU»‘_Y anCiLUARY services OUA»>»TiTISS (mw) south or PaTm 15 



Jun« 1 — Juna SO 




HOURLY ANCILLARY SCRVICCS OUANTITIES (MW) SOUTH OP PATH 15 
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Figare S 


><OU»l.Y 9(0 SU=T«CIEnC‘ 7’ AwCI'-t-iWY SERVICES MARKETS 
MORTH 0» Ra7H 1 5 





HOURLY 810 surncfENCT akciluary scavfces markets 
-MORTH or RATH ts 



HOURLY 810 SuPPlClENCY ancillary SERVICSS WaRKCTS 
NORTH OP Rath tS 
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Figure 6 


MOURUY BlO SUFFIC»ENCr ANClt_l_ARY SERVICES MARKETS 
SOUTW OF RaTM 15 



Jun* 1 — Jun* 30 




HOURLY eiD SUFFICieNCr ANClLL-fcRY SERVICES MARKETS 
SOUTH OF Rath 15 



HOURLY BIO SUFFICIENCY ANCILLARY SERVICES MARKETS 
SOUTH OF Rath I s 




Marker SiffvciUancc Committee Report, Page 62 


EC 001207869 


hup;//rimsweb 1 .fere .fed.us/wconnect/wc.dII?rwsearch~PrintNPick 


8/28/98 



458 


RIMS Doc ro 1877630 


Figure 7 


Page 69 of 80 




Maifcct StBveUIairce Committee Report, Page 63 

fc Qmmn 


http ://rimsweb 1 .fere. fed.us/wconiiect/'wc.dU?rwsearch'-PrintNPick. 


8/28/98 



459 


RIMS Doc ID 1877630 


Figure 8 


Page 70 of 80 


rpCOuCMC* or »»»ICCS CS/«w} SOU^k or »*Tm ts 



rftcouCNCY or o«ccs (t/uw) solith or path 15 



rRecuCNC" or pp-ccs < t/uwi south o' »*th i s 
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Figure 9 


HOUBLV BOWER CXCMANCe BRICES <S/MWW} AND QUANTITIES (MWH) 



^un« t — 4w»n« 30 



HOURLY ROWER EXCHANCG BRICES <»/MWH) ANQ OUANTtTIES C^WH) 




A[:i; 


j^)Y I • I 3 


HOURLY BOWER eXCHAHCe BRICES (S/MWH) ANO OUANTJTJCS (WWH) 
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Figure 10 


MOUBUY REAU-TIMS EnERCY BRICES <S/mWH) 



;i. )M <j i. A. nLudXL.-.^'Xh/X'Xi^/', 


Jwn* I — Jur>* 30 



HOURLY REAL-TjmC ENERCT PRICES C*/WWH> 



C 


HOURLY REAL— TIME EHCROY BRICES (S/MWM) 
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Figure 11 

HOU'^UY (»ePL>C£wCNT ftCSER'^E P»»C£S AMO OUANTITl£S (WW) 

SOUTH Of PATH ts 



HOURLY REPLACeMENT ftESeRVC PRICES <S/MW> AND QUANTITIES (MW) 
SOUTH or PATH I S 



HOURLY REPLaCCwENT AESCPVE PRICES (t/HW) anQ QUANTITIES (MW) 
SOUTH or PATH IS 
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Figure 12 
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Figure 13 
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Figure 14 



Total Hourly Quantity Bid (MW) 9y Naw Generolor Owners 
And Price ($/MW) in Replocerpenf Reserve Market South of Path J5 



Market Surveillance C^rciaittee Report. Page 70 

EC 001207877 


http://rimsweb I •I'erc.fed.us/wcotinect/wc.dll?rwsearch~PrintiNPick 


8/28/98 



RIMS Doc ID 1877630 


Page 77 of 80 


Figure 15 


Reliability Energy + Capacity Payment Curve 
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Figure 16: Schedule Imbalances Over Time 
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[Form of Notice] 

UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


AES Redondo Beach, LLC 
AES Huntington Beach, LLC 
AES AJamrtos. LLC 


Long Beach Generation, LLC 
Ei Segundo Power, LLC 


Ocean Vista Power Generation. LLC 
Mountain Vista PowerGeneration, LLC 
Aita Power Generation. LLC 
Oeste Power Generation. LLC 
Ormond Beach Power Generation. LLC 


) Docket No. ER98.2843-000 

) Docket No. ER98«2844^ 

) Docket No. ER98-2883-000 

(Not Consolidated} 

) Docket No. ER98-2972-000 

) Docket No. ER98-2971.000 

(Not Consolidated) 

) 

) 

) Docket No. ER98-2977-000 

) 

) 


NOTICE OF FILING 


( ) 

Take notice that on August 19, 1998, the California ISO Market Surveillance 
Committee filed with the Federal Energy Regulatory Commission its "Preliminary Report 
on ISO's Ancillary Services Market* prepared In compliance with the Commission’s 
July 17, 1 998, Order in the above-identified proceedings. 

Any person desiring to be heard or to protest said filing should file a motion to 
‘mtervene or protest with the Federai Energy Regulatory Commission, 888 First Street, 
N.E.. Washington. D.C, 20426, In accordance with Rules 21 1 and 214 of the 
Commission’s Rules of Practice and Procedure (18 CFR§§ 305.211 and 385.214 
(1998)). AH such motions or protests should be filed on or before 
Protests w9I be considered by the Commission In determining the appropriate action to 
be taken but will not serve to make protestants parties to the proceeding. Any person 
wishing to become a party must file a motion to intervene. Copies of this filing are on 
file with the Commission and are available for public inspection. 

David P. Boergers 
Sec'etary 
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I hereby certify that I have this day served the foregoing Preliminary Report on ISO’s 
Andllary Services upon ea^ person designated on theof^i^ servicallst cfompSed 

by file Secretary in this prcjcaeding. Dated at Washington, D.C., this 19* day of August, 
1998. 



Swidter Berlfn Shereff rriedman, LLP 
3000 K Street. N.W. 

SuRe 300 

Washington, O.C. 20007 
202-424-7300 
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August 17, 199S 
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The Honorable David P. Boergars 
Acting Secratary 

^deral Energy Regulatory Commission 
S83 First Street. N.E. 

Washmgton, DC 2042S 


WiKunaiaa ac 

S»» Pta«<usO OiXffitlon: 


AusoaMdwiin 

CimnoK MeXeni 

Lsnden 

Abcfdcm 

Pr*ou( 

WmMI 

M«(9W 

T«thk< nt 


Ra: AES Redondo Beach LX.C., et al.« DockM Not. SRS8-2843-001 , 
ER98*2844^01. ER98-2883^01 {Not Consolidated], ER98>2371ir 
001, ER98-2972-001 (Mot Consoadated), ER98-2977<081 . ^98-62- 
000 


Dear Secretary Boergars; 

The California Power Exchange Corporation TPXT) respectfully submits this 
filing containing a copy of the Report on Market issues in the Cailfomie Power 
Exchange Energy Markets prepared by the PX Market Monitoring Committee 
pursuant to the Commission's order of July 17,1 993 in the above captioned 
dockets. 

The PX Market Monitoring Committee believes that this submittal should 
comport with the Commission's requirements. 


Respectfully submitted. 


Reinier Lock 

Attorney for the California 
Power Exchange Corporation 


Uk frmcifee Oot'«tKrr 


c 505 SMtsni* S«««t 
FUth floe* 

5«n feifici<co.Ctt<forRU 54) i ) 

Ttl*: 

Fur «l5r-9S4-4«a4 


fsaacocsD^ 
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CERTIFICATE OF SERVICE 

i hereby certify i that have this day served the foregoing submittal 
upon each person designated on the official service list compiled by the 
Secretary in the above referenced Oockats, in accordance with the 
requirements of Rule 2010 of the Commission's Rules of Practice and 
Procedure, 18 C.F.fl. S 385.2010 (1997). 

Dated at Washington, O.C., this 1 7th day of August, 1 933. 

Erica Kairis 
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Report on Market Issues 
in the California Power Exchange 
Energy Markets 


Prepared for the 

Federal Energy Regiilatory Commission 
by 

The Market Monitoring Committee 
of the California Power Exchange 


Roger E. Bohn 
Alvin K. Klevorick, Chair 
Charles G. Stalon 
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1. Introduction 

On July 17, 199S tbe Federal Ener^ Regulatory Cocmniaaiwi (FERC) issued an order 
accepting tbe proposal by the Califoaiia Independent System Operator (ISO) to lim^ 
temporarily the prices die ISO win pay to bidders that had been granted authority to set 
maiketiJiased rates for Ancillary Services, la idditicn to graating that authority to the ISO, 
FERC directed the ISO Maricec Surveillance CommiTiee and the Caliibniia Power Exchage 
(PX) Market MonikHing CcRomittee to conduct indepadent studies and to file r e port s widi 
the Commission widiin thirty days of the date of the order. 

The studies were to ewnine ‘^e bidding bdiaviors and stmcturai charactmstics of the 
maikets that they [the Committees] each and to farther clari^' <be of the 

perceived market concerns in the pleadings. Those concerns, expressed in pleadings by the 
ISO and Southern California Edtsoo (SoCal Edison), wrss dire c ted at the perfbmiaace of the 
ISO markets fer Ancillary Services and especially Replacement Reserves in early July. At 
issue, in particular, v<«ra dramatic price spikes in the price for RepUcement Reserve Capacity 
and ijunfficiatt bids in that market and other reserve markets. The FERC expressed special 
interest in ‘'how tho wnrkinga of the California market and activity in the geoeratioa market 
affected the prices in the Ancillary Service and Replacement Reserve markeo,” and its 
interest presumably extends to the impact of activity in the ISO markets on the PX energy 
markets. In addition, the FERC directed ttiat the ISO and PX market monitoring connniQees 
should address bow **pbase-in plans imptemeniisg new procedures such as the hour*ahead 
marker'’ will affect PX and ISO markets. 

The PX Market Monitoring Committee is engaged in an ongoing analysis of the structure, 
behavior, and perforaiance of the PX day-ahead energy market, and it is beginning a rimilar 
study of the PX hour-ahead marked which commenced operation only on July 30th. In this 
report, the Committee draws on its ongoing study and the associated work of the PX 
Cotnpliacce Unit staff to respond to the FERC s inquiries. To answer tbe Commission’s 
specific questions about intodependence of the PX and ISO markets, tbe Maricet Monitoring 
Committee has examined bidding behavior and market perfbnnance is the PX energy market 
especially during July and early August. The Conunittee emphasizes that the time 
constraints on the preparation of the report have limited the depth and scope ofquanhtaTive 
analysis that could be undertaken. The members of tbe Conuninee regard this repo r t as part 
ofacontinumg examination and analysis of tbe PX markets, directed at tbe maintesuce of 
competitive and efficient energy markets in California, rather than as a discrete, time-limited 
study. 

In the next section of the report we delineate the boundaries of our analysis and characterize 
the product we have tried to deliver- Section HI provides a review of the structure and 
performance of the PX day-ahead energy market from its inception to the present. Relevant 
characteristics of the Ancillary Services maikets are also discussed. (In this report, we use 

PX Market Report 2 


http://riinswebl .fere. fed. us/\vconnect/wc.dIl?n-vsearch~-PrimNPick 


EC 001207885 


9/16/98 



474 


RIMS Doc ID 1880265 


Page 5 of 30 


"Ancillaiy Servicss” in the generic sense, kchiding Reguiatkm, Spaxoing Reserves, Non- 
Spinning Reserves, and Replacement Reserves.) In See&on IV we present our analysis of 
bMdIng b^iavtcr Is &e ?X asarkat with spedai atieatioa to .htly inctuding the period that 
generated concents shout die ISO AndUiry Services cuukeis. Section V ccstains our 
disGussioa of the interactions between ibe PX and ISOnuukets. We conclude, in Sectioa VI, 
with implicatioas that we draw from our tnalysia. 


ii. The Character and Boundaries of Our Analysis 

First, ourieport fociues<m the FX market for energy md, due to the very recent mtrodac&m 
of the hotr-ahead sisiket primarily on the day-ahead market We disofM asd cesnsenf oa 
foe ISO markets <miy to the degree that there is reason to inquire sbest how dsvelopineats in 
fooss markets may have m impact on foe PX market and vice versa. In particular, it is 
fondamratai to Tecognisfl that foe eapachy avatl^le fer foe ISO markets and for the PX 
madeets comes &om foe same j capacity. Capacity sold m one market means less 

eapaciiy that can be sold in ofoer mirimts, foerehy driving up prices in foe latter. Therefore, ' 
ws VHould expect a dose rdadooship among foe difterent markets. 

Seemrd. we have written a descriptive nalylical report We ara not assessiz^ ^efoer 
pairiculv partietpants behaved or behaved badly. Rather, wn attempt to analyze how 
fo«y have behaved, based on historical data, and how vw might expect foess to behave, based 
on the market rules and their incentives as we unde r s tan d them. Our report is normative only 
to foe extent that cur anaiysia will lead us to recotameod one <x another policy measure. 

Third, it is asseotial to keep hi mind just how new foese markets are. They are still 
developing sad evolving in hnpertant ways. We expect behavior to chsage as participants 
gab experience; ss new markets open, such as foe hour-ahead market; as supply and demand 
change due to seasonal femes and market pressures; and u unanticipated events occur. Over 
dine we would expect foe so{foi5tjcation of bofo foe donand and supply participants to 
inaease, and foetr behaviors to change. Ttus continued evolution should be recognized when 
considering pofi^ chaoget. Probiems ws diagnose now sty be inherent in foe market or they 
may be trsaricwaa! difficulties. 

Fourth, foe infomatico we have is limited in impercacf ways. We do not have data on some 
tranuctioas cutsde the PX markets, especially bilateral sales (made outside foe Rower 
Exchange market) and Reliability Must Run ttsnssctioas. .As a ccoseque n ce, we cannot 
acrurately characterize foe d eg re e to which some of foe FX market participacts are using 
dedicated capacity as a strat^c bstrument. 
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lii. Overview of Markets and Operations 

This sectKm providss an overview of C«!ifornU*s elecirictty market atrocture and a summary 
ofPX operations &om theopeningof die market oo April 1. 1998 through Aogust 11. 1998. 

PX Umrkmt Ommeriptiana 

The PX operates two separate energy markets: a day*ahead ener^ market and an hour-ahead 
energy market. The FX has bees operating its day-ahead energy market throughout the fcair 
montiis smee restrtictunng was implemented, «4ule ihe hour-ahead energy market commenced 
operations on July 30, 1998. 

PX Day->Uiead Market 

la the day-ahead market PX Participants submit portfolio bids to buy and sell energy for 
each hour of the succeeding day. These portfolio bids, ^cfa must tw submitted to the FX 
by 7:00 ajn. on the day prior Id die actual diapamh day, are used by the PX to derive 
aggregate supply and demand curves from vdiich the PX establishes a uncoostnined market 
clearing price and quantity for each hour. Following the conclusion of the day-ahead auction, 
successful bidders provide the PX widi hutia] Preferred Schedules that reflectihe quantities 
awarded in the lucdoa process. These schedules specify the quantity and location of loads 
and supplies within the grid. The PX provides these schedules, which in aggregate must be 
balanced with respect to supply and demand In each hour, to the ISO by 10:00 un. on the 
day prior to the dispatch day. Other Scheduling Coordinators, repre s enting bilateral 
transactions, submit their balanced schedules to the ISO in a liimlar manner. 

These schedules also include Participants* Ancillary Services Bids and Schedule Adjustment 
Bids (for inter-zooaJ transmission congesticm). Upon receiving the resource schedules from 
Scheduling Coordinators, the ISO conducts its Ancillary Services auctico and perfonns 
congestion management thereby, making any necessary adjustments to the Initial Preferred 
Schedules based on parbciputs' bids. The ISO then issues Fmal Day-Ahead Schedules, 
mcludtng the schedules for Ancillary Services, by approtdmarely 1 rOO pm. each day. and 
publishes final transmission Uuge Charge rates if transmission congestion has occurred. The 
PX then calculates Zonal Market Clearing Prices based co its Pardcipants’ Schedule 
Adjustment Bids and ihe Usage Charge rates provided by the ISO. 

PX Hour-Ahead Market 

In the hour-ahead maiket buyers and sellers are able to adjust the positions they received in 
the day-ahead market This is especially usefol to distribution utiUties end electric service 
providers who may need to modify their day-ahead market positioas when demand changes 
due to weather conditions or supply changes due to plant outages or line de-ratings. The PX 
hour-ahead market also provides benefits to bilateral market parncipants vdio may wish to 
adjust their day-ahead market positions. The PX hour-ahead market involves trading around- 
the-clock through 24 houriy auctions. 


PX Market Report 


4 


EC 001207887 


hrtp;//rimsvvebl. fere. fed. Lis/wcoimect/wc.dll?rv.’search-PrintNPick 


9 / 16/98 



476 


RiMS Doc ID 1880265 


Page 7 of 30 


PX Schedule Coordination 

l& siiditios fte forward ci«rgy taarices (day-4h«ad «ad hcur4he«Q, dw FX also 

functicos as s ^aduliag CQnrdtnttDT widt responsUsOity for subm^g balssced rosoutcc 
sdieduies ta !l^s SSO, pitmtUzif fukim« di^tch isstnicdosa to its Partieipints;, sz»i 
perfonning biliing snd seotemeats mvims for both tbs day-ahead aod hour-^ead maikets. 

ISO hbittrt Dw9ciiptfon9 

Ihs ISO operates &e isal-tizee Imbaiaace Energy market the AncHlary Services md 
the Transmission CoagastioQ ManagemeRt market 

Imbaiancd Storey Market {Re^Tfme Market) 

The ISO ia responsible ^btlanctQg loads and resources IQ ieai>tane> The ISO uses bBs. 
received in the Imbaiaace Energy maikst tp mcitoftentml decreraectieacurcei aa need ed bs 
maintain a »'stan«wide energy balance. These bids bckte Supplemental Energy Sids, 
whids Parh^ants provide k> the ISO up to one hour prior to the dispatch hour, as w^ ra 
ihe energy bids subesitted by Particrpants in eoojunctsoa wkh their Andlltry Services 
capacity bids, aa descnbed below. The lo^iltnca Energy market price is calcuiotod in 10 
inmate mtarvals on an ex-poct basis. Hus price is used to settle deviahoos between 
scheduled and actual quantities of supply and demand. A Participant thatover-dehvers 
relive to its scheduled quantity is paid the imbues price, while a Partieipact that under- 
deliven relative to its scheduled quanaQr U charged this price. 

Andliary Services Markets 

The ISO conducts fbor d^«ahead and four hotrr-thead auctioas fot Ancillary Services. These 
four Ajictllary Services «: Regulation, Spimang Reserves, Non^pianing Reserves, and 
RspUeemeot Reserves. Each b a eapactty-oely market Bidden muar also include aa energy 
bid widt each capacity bid. The Eier^ Bids is the Regolahor. market are used ^validation 
cely while the Energy Bids for Spiraiag, Noo-Spianag, md Replacement Reserves are used, 
along with Supplemental Energy btda, in the rsal-dzne Imbalance Energy market. In addition 
to these four Ancillary Service products, which are acquired through an hourly market- 
clearing auction procsss, the ISO tiso is retpons^ie for acquirmg Voltage Support^Reactive 
Supply and Black Start capability, whidt it procum though a longer term contracting 
process. 

Transinission Congdsbon Management 

TTie Transrsissioo Coogestion Management market operates on ihe basis of Schedule 
Adjustment Bids (SABs) provided » she ISO by Scheduling Coordinators. These SABs 
indicate the willingness of i Scheduling Coorinator to incremec: a resource if the price 
inueases or decmosita resomce if the price decreases (rice versa for demand and exports), 
and are an expressno of die value ih *t the Scheduling Coordinator places on obtaining mtsr- 
zonal transmission The ISO uses the SABs to adjust individual resource schedules to 
relieve congestion and calcalafc transmissjon coagescoa Usage Charge rates. 

Table 1 shows the deUiled opeaticMia! ttmelines for die day-sheid and hour-ahead markets. 
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Table 1 Timeline for Daf-Ahead and Hour>Ahead Markets^ 




By 7:00 UB. 

Paiactpana aubm it day-ebetd pcitfbiio energy supply bida and demed bida for 
etehbcxs'to the PX. 

By 7:13 »jb. 

PX conduca day-ahead energy tuctioB tnd nedfies bidders of hosiy 

miriceaelMrifw nnnee nd otmisities. 

By 9:^ UB. 

(scheduled to more to 9:10 
Lm.. begiDRing August 

231 

Participeaa lubmalntBal Prsfetred Schedules to the FX that praridedetaila of the 
rpectfie fwieranng taita and loada that blfiU the aggregate awaids in the otergy 
auctum. In additioiuPafticipaiitssubctitScbednie Ae^ustrsentBidi fixiiXer-zonal 
ginsnisaon eccwi. 

By 9:30 ua. 

Parttciptiui submit to the PX bids fer AneiQaiy Serricea (legiiUttav i^iBBing 
reiervet Rai.«mnnLn« reaervea. and reriacemeiil lasaresY 

By 10:00 &.m. 

PX and other Scheduling CooidiRatcn (SCs) subait their Pirticipam’ Initial 
Prefesed Scfaedutei to the QO. along vtth their Partiupauu* Schedule Adjnstaeis 
Bide arid Ancillatv Services Bida 

By 11:00 UB. 

ISO cflapletea first ttaraaon of mer-tcnal cangeten aanageaem Ifthseisno 
imer-SBial eongesdon. issues Final Day-Ahead Schedules. inetudiDg the 

schedules for AneUiary Services selected in die ISC's AneiUsy Servieet auetioa 

If Chen is ceogeatiian, ISO provides the ^ and oAcr SCs with the estiaated Day- 
Ahead Usage Ctinges. a Suggesud A^tsted Day-Ahead Scheihile, and c 
selmmerv schedule frr Aneillarv Sovica. 

By 12:00 ooon 

If (here d inter-rcntl eoogesnon. PX and other SCs suboitto the ISO tiutr 

Beviicd 0^-Ah«ad Schedules, in reipcnse to the ISO's Suggested At^usted Day- 
Ahead Schedules. 

By 1:00 p.m. 

ISO perfonns icctnid iten&cn of conges&cn mmsgement and ptwtdcs the FX and 
other SCs with Final Day-Ahead Scheihiles. including the sehednlea fee Andllaiy 
Serrieea. and issues (ml n»-Ahesd Ubr Cham rates. 

By !:15 p.iB. 

PX and other SCs send their Partieipam the Final Day-Ahead Schedules, 
including the sehedtiles for AncSIsty Stmees. mdtheFiiutl Day-Ahead Usage 
Ottrae rates PX ctkulates tcml mcist-cleatinB irices. 

By 1:30 pm. (approx.) 

ISO deteRBincsifthereiraany deBcteneiesmihemultsofihe aneiCiry services 
auetioQS and evatuatet Rcli^ili^ Must-Run re^tarements nlatlTc to Final 

By 3:00 pmi. (approx.) 

ISO nooftes mariiet parncipints of w changa in Final Day-Ahead Scbediles 
resulURg iom ancillary services shoiffall and Reltabili^ N^-Run genetaticn 
ReuiiereeRts. 

aWriBBiiKEtrtlii::- 


Net later than 3 hours prior 

to the di«tfih hour 

Pinicipanu subait energy supply and demand bida to the PX (bida are leaotaee 
wieeifte and if* relsnve tn (hev-Ahesd Firil SeJreduletl 

N« later tbaa 2 hours. 50 
n oriar to Atmri>h 

PX eaiculsceamadtet clearing peees and quastises. artd detemmea Pret'enad 
Schedules. 

NVaiu ttwT 2 hours pnur 
(0 the diitpftieli iiev 

Panictpanta submit Schedule Adjustment Bids asd AnctUiiy Serrieea Bids to the 
PX which stiK.subotiTs the ^ferred ScheiAilea. Schedule A#utaent Bids, 
and Aneitfaif>rSrfOTees Bids to the ISO. 

Not later than 1 hotrpn«r 
to ^spetch hour 

fSD performs coBgaatonaMaigencmndecnduca its AneiUuy Services auction. 
15Q provides PX and other SCs with Finsl Eour-.Ahead Schedules, including 
schedules he .AnciUaiy Services, and Snal Usage Oarge rites. PX i& turn. 
iViis tnfnrrnahon to Id Puliciuanls. 

Prior to dsoateh hour 

<-ilr;ilaiet and nubUshcs ZotmI Mirlcst Clnrins Prieex 



Not later than dO minuiu 
oner to the start of hour 

Parucipints provide Supplemental Energy Bids to the PX and otho SCs. 

Not liter Chut ^5 tn mutes 
onartothe start ofhour 

PX and other; SCs submit Supplemental Energy Bids to the ISO for use in Che real- 
tDoemuitet 


' larset titnel^le; ictual psrfcnnance vari<$ depeiHing on ciretinsanees. 
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Bidding in muiliple markets 

Most partici pants be eUgiblettibtd iasevenioftbe mariceo. The exact sequence of bids 

and responses afiects how they will do so. Prior a> tbeir 7 a^. day»ahead bida, generators 
must rntties as a p p m xt m ii te decision aboot the beneen what they want to oSer m die 
day-ahead and Ancillary Services mii^ts. Bids in the day-ahead energy market are accepted 
before bids in the AS market need to be placed. If genentora want to o£fo a larger quantity in 
any AS marked they must oSer a smaller quantity in the day-ahead market They can 
impiement this directly, or they can offer the smaOer quanti^ at "reason^le" prices, and then 
offer the rest at very hi^ prices. Once the day-ahead oiaiket results are reveal^ at 7:15 amt, 
the generaton know bow much capacity they can offv to the .AS markets. 

The method the ISO uses for sequencing the fonr AS markets also ia important Generators 
can bid smultaneoualy in all four markets, according to the following hierarchy: 

> R^niition 

> Spioflingfeservef 

> Non-spaming reserves 

> Replacementreserves. 

The ISO resolves the four markets in order. Any bid in a lower numbered market that ia not 
accepted ia automatically assumed to be a bid in ihe higher numbered markets, hi this way, 
the generator does not have to enter separate bids in each market, and the same MW of 
physical capacity can be entered sttnultaneouiiy Into all four markets. If some of the MW 
are not purchased in the spinning reserves market foe example, they are automiticaJly offered 
to serve the non-spinning or replacement reserves markets. Thus, unlike the choice between 
day-ahead and Ancillary Services markets, parhcipasQ do not need to decide in detail to 
which AS market they would like to ofier, except inao&r as their uniia are physically 
constrained to one or another market 

This abilify to bid well above the predicted market clearing renders problematic the 
mterpr e tttion of the "quantit/* a participant bids into the market. For example, the ISO’s 
motion requesting a stay of die FKCs June 30 and July 10 orders stuss (p 25): 

Moreaver. the AMiUny Serricei marieets ere elreidy (Sepreased by the bidding niles thet 
govern the Utility Dutiibinien Campenies. They aw 2m bid their tvtilible genenticn into 
the Power Exchange. They tre cot free to hold it out for the Ancillary Services suctions and 
eanpotiopete in those auctum cnly if and to the e»eat that theu beds are sot accepted by 
the Power Exchange . 

This Is tedinicaily correct, but tnelevant. By bidding a price of S230/MWb or higher for some 
of its capacity, any participant including an lOU can be almost asaured that the capacity will 
not be accepted in die day-ahead PX market The capacity will therefore be available for 
bidding in later markets, including the Ancillary Services and real-time markets. Of course. If 
the lOU is limited to cost-based rates for Ancillary Services, it will probably prefer to sell in 
the energy markets, but die choice is its own. In our anaiysis. we have generally interpreted 
offers above S250/MWb as die partidptufs effectively withdrawing capacity above that • 
price from the day-ahead market 
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Uarkmt P^rfortrmnct 

tho period April I through August 11, 199$, the ?X hu successfully run its day-ahead 
energy market and published hourly maikst clearing prices and quantities every day. The 
hour-ahead market opened recently and is functioning properly as well The overall trends in 
the PX mariceb during diis period are sumfflarized below. 


Market Overview 

The Caiifcxiiia electricity maiket is enormous, representing apprcndmatsiy S22 billion in 
annual revenues and 246,000 GWh of annnal energy consumption, congbiy 10% of the total 
U.S. mati»t The three major investor-owned utilities (Southern Califistnia Edison, Paci£c 
Gas & Electric, and San Diego Gas db Electric) account &r app rox im ately 70% of the total 
California electricity market on an energy conaumprion basis, with the balance of the market 
served by municipal and go vern m ental entities. Since the market opened, the PX share of die' 
restructured California electricity market has been approximatety S8%. 

PX Participants include investor-owned utUitiea, Federal and munkipai entities, independent 
power producers, and power mariceten, from both within and outside CaH&mia, There are 
approxifliateiy 42 Participants certified to trble in the PX markets, with about 35 
Participants active in the markets on any given day. [n addidca. there sre about 20 entities 
currently in the certification process. As a result of gecentioo divestitnre, the California 
lOUs' share of the PX supply market has declined fiom about 93% in the early months of 
the market to about 85% in July.^ On the demand side, the California lOUs are the dominant 
players within the PX representing about 93% of the load in the day-ahead energy market. 

Oemand 

While population end economic activity are major underlying factors determining dernattd for 
electricity, weather is the primery detenninant of seasonal and daily varisaons in load. 
Tempera&ire paneras and deviations fiom the expected seasonal treads throughout the 
Wessem System are onporrant for the Califemia market California and the island Southwest 
have desert donates with substantial air condttiooing load, whereas the Northwest and 
Northern Rodkfes have more moderate summer temperatures, but higher heating loads in the 
winter. 

Temperatures throughout the region during April were mild and continued moderate through 
May and June. As a result, air conditioning loads io the California market were somewhat 
lower than average. TemperanuM to te Northwest were also below average with more 
heating degree days in April, May and June than normal thus increasing nighttime heating 
requirements. In late June and early July, temperatures began to mcrease somewhat and 


^ These perccncagsa sre (tzgenentlonlndby thelOUaMurhotthiJ genemicn is owned by acher parties and 
bid in 3l a zero price under pcovisens such as those for quali^nng facilitiei. 
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ftnally gave to high temperatures io mul'Juiy through early August Electricity de m a n d 
in late July and early August was up throughout the region, is some cases to record levels. 
Since heat wave had ar: impact on the Southwest and the Northwest as well as on 
California, demand increaiod throughout the regioci. 


Table 2 shows monthly infcnnatian oc PX maricei clearing qtsantities. As expected, the 
difference between the ynairiiniifn hourly and minisiuin hcuriy clearing quantities has 
significantly increased since the Spring, from about 10,000 MW to 18.000 MW, tfaenby 
inoeasing the need for peaking resources. 


TaUe 2 PX Market Oeailng Quantities 


Month 

Maxtimm 
Hoaiiy MCQ 
fMesawatti') 

Mislnnsn 1 

1 Hoqriy MCq 

1 IMecawatta) 

Average 

Boorfy MCQ 
{Meeneatts') 

Aofil 

24.847 

14.637 

19.914 

May 

23.007 

14J42 

19.050 

June 

28.499 

15.683 

2U98 

Julv 

35.774 

16,993 ! 

25,393 

Aujtusr* 

36J76 

U.07S ! 

26.784 


• As of August 11. 


Supply 

Generation capacity in the Western region is ample, with total generation in excess of peak 
demands. The Western configuratioti is fortuitous with winter heavy load in the Northwest 
and Nordiem Rockies counterbalancing heavy summer loads in California and the Southwest. 
Because of the importance of the seasonal north © south interregional flows, transmissioD 
curtailments or de*ratings on the Pacific Internes can have an impact on generetioD supply to 
the California market. Similarly, unit outages, either scheduled for maintenance or unplanned, 
affect supply availability and thus prices in the California market. 

Supply conditions were generally robust daring the April through aiid»July period. Hydro 
generation conditions in the Nofftwest have been geasrafly good, with moderate impacts 
from spill requirements associated widi salmco restoration efforts. Northern California 
hydroelectric generation has b ee n abundant as the result of higher than usual snow pack and 
moderate temperatures. 

Pacific Intertie curtailments limiting the flow of power © California in July, coupled with 
hydro generation concerns in the Northwest in late July, contributed © upward price 
pressures during tiiis period. Since late July, extreme temperatures in the Southwest and 
Northwest combined with forced outages at key plants, pushed peak prices upward and led 
to voluntery load curtailments in several hours. 


PX Market Report 


EC 001207892 


http://rimsweb 1 -ferc.fed.us/wconnect/wc.dlPrw'search'-PriniXPick 


9/16/98 




481 


RIMS Doc ID 1880265 


Page 12 of 30 


Po«er piimt diveadturss have also had an impact on die mpply picmre. Smc« opeoing of 

die BtBfket. die Caii^intia Ols have ^vested approxniattdy 12,000 MW of geaentioa 
tcsourcea, mosdy natural gas-fired piano. Four sepante companies acquired die coqcdty of 
dib capacity and are now acfivdybidiing ihese res o ia c ea t□a^ the CaUfomia market and 
odier maj^eo in tie western states, as discusMd in Sectico IV, 

Regulafisry Must-Taka (RMT) gaherttioc is anottier importaat &ctcr in the FX market. 

RMT resources, if^ch iachide auetear umo, QuiH^^ FteShies, and rus-o^tba-iiver 
hydro, ars bid into tha PX at SO/MWh to ensiRe thev selscticin m fiia suetica process. Odier 
resQurees, v^idimay aotbedassifiedasRMTbatwhicitiaiyfbr opentiaaal ^escnswist 
to be assured of being dispatched, may also bid iato the PX at SQ/M^. These resoorces 
typically account Sv asprcxisutdy 2), 000 MW of capacr^. At Urwer demand ley«l]^ these 
resources can set the mctet ckanag prke atzsro. ubappasni h suny hours in Uxy and 
early June. Ax demand lavds increased in July and Asgust, coal units and natural gas units 
detennined the market cleving pice. 

For example, si Juca, average hourly PX demand vai 21,400 MWh. whila die sver^ hotsiy 
quantiiy of generatioo bid into the PX ai rerc price waa 19,600 MWH, or 92% of PX market 
demand. In July, average houriy demand increased to 25,400 MWb, while the quantity of 
ten) price generation bids was 19,800 MWh, or 78% of IX demand. In August; the fi&cdon 
of zero price gateration bids decreased to 73% of PX demand. As expected, die percentage 
of zero price energy bid into the PX r^tiva to total ?X demand is higher in the o&peak 
periods and lovicr in the on-peak periods. See Figuta 1. 

Flgurel Zero Priced aids vs Total PX Market C3eartng Quantity. July 1998 



The nnplicatioiiofthehigh volumes of zero priced bids is that the energy markets are 
"thinner” than they fine appear. For example, suppose energy demand is 30,000 MW, zero 
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bida are 20,000 MW, and one firm controla 3,000 MW of gas-fired c^jactty. It [a more 
accurate ® view this firm as having capacity equal » 30^^» of die price setting portioo of die 
supply base, rattier than 10% of the overall market. 

Prices 

Tlje ibilowing discaasioo of PX market prices covers die period April 1 through August 1 1, 
1998, andcoQcems PXunccxistramedmarketcieariogprices. The impact of traosmission 
congestion on the unccnstrained market cietnog prices Is discussed in a subsequent section. 

We can roughly divide the period sinca the market opening into Spring (April, May, .hme), 
and luly/August. Behavior of prices during the two periods was distmctiy different Table 3 
summarizes the prices each mondi and shows die Urge rise fiom June to July. 


TaUa 3 Unconstrained PX Market CSearing Pri ce s (S/MWh) 


MtMich 

Minimxmi 

Mazimsm 

Average 

As«fage 
Hours 7-22 
(on peak) 

Average 

Off-Peak 

houra 

April 

0.00 

36.74 

22.64 

25.54 

I7J3 

Mav 

0.00 

37 J7 

11.63 

16.43 

6.18 

June 

0.00 

38.02 

12.09 

16.94 

3.21 

Julv 

0.00 

131.10 

32-42 

41.08 

21.49 

August* 

6.79 

163.01 

43.13 

60.93 

25.50 


• Through .^gust II. 


In ApriL the PX average bouriy price was about S23/bfWh. with hourly prices varying 
during the month from a lowofSO/MWhfor three hours, to a high ofabout$37/MWh,as 
shown in Table 3. In May and June, average hourly prices fell significantly from the April 
level, to about S12/MWb, due to moderate demand caused by mild temperatures end 
substantial hydro availability in No r t h er n California. The market clearing price was SO/MWh 
for 43 hours m May and 37 hows in iws. 

Prices began to rise in mid-July as summer temperatures developed and demand levels rose. 
The PX hourly average price rose to S32/MWh to July ted S43/MWh in August, with natxmai 
gas units setting die (Dtrket<lesing pries in most hours. Peak prices rose agnificantly as 
much of the West went through a severe heat wave with several control areas In California 
reporting alUtinie record loads. The raaitiraum hourly price rose to SlJI/MWh in July and 
Sl63/MWh in .August. In addition, zero prices virtually disappeared, with only nine houn of 
zero prices in July and no hours of zero prices in August so &r. 

Figure 2 is a price duration curve that shows die percentage of time that prices exceeded a 
particular level. Tne lower curve is for the period April I through June 30 while the upper 
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one is for the higher demand period of Jhly I ihicugh Auguat 11, and Hlustratea the dramatic 
change between the periods. As Aown in ^nre 2, the maximum price through June did not 
exceed WO/MWh and price was zero about 6 percent of the time. In July-August, however, 
prices were above S40^dWh about 25W of the time, and price was 2 «o only briefly. 


Figure 2 CorapuisoR of Price-Duradon Corves 



PFt<» volatility 

RgareS shows the relationship between the PX marker clearing price and quantity fcrthe 
period April 1 through June 10, 1992. As shown, the maximum hourly quandTy was less than 
30,000 MWh throughout the tew month period and the maximum price less than S40/MWh. 
and there \wsTs significant variatjons in price for a given quantity. Figure 4 presents equivalent 
informatioa for the period July I through August ll. 1992. It shows that the shape of the 
price-quantity relationship changed significantly as market clearing quantities (MCQ) exceed 
30,000 MWh. as average prices rise steeply with market quantity above 30,000. 
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Flpm 3 Market Qearkig Price and Quaitritj for the Period April 1 - Jane 30 



Hourly MCQ (MM)) 


Figare 4 Market Gearing Price and Quantity for the Period July 1 - August 11 
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Congestion • 

Congestion on the major nnsmiasion paths has increased as electricity demand levels have 
increased. Table 4 shows the ntunberofhouraofcongeidoQ on the major transmission paths, 
while Table 5 shows the resulting impact of such coegestion on the FX unconstrained market 
clearing prices. 


Table 4 Congestion charga 


Month 

Transmission 

Path 

Number of 
Hours 
Congested 

ISO Tnnsmbsion Usage Charges 



Minimum 

Avenee 

Maximum 

Aoril 

So. Calif- No, Calif 

0 

0.00 

0.00 

0.00 


Calif- Oregon 


4.14 

4.14 

4.14 


CaUf-NOB 

3 

230.00 

230.00 

230.00 


Calif - Arizona 

0 

0.00 

0.00 

0.00 







Mav 

So. Calif- No. Calif 

0 

0.00 

. 0.00 

0.00 


Calif - Oregon 

131 

0.10 

9J4 

30.00 


Calif- NOB 

127 

0.0 1 

40.80 

230.00 


Coiif- Arizona 

0 

0.00 

0.00 

0.00 






June 

So. Calif- No. Calif 

39 

0.14 

3.65 

23.90 


Calif - Oregon 

119 

0.02 

4.71 

1 4 JO 


Calif- NOB 

S2 

0.01 

2.91 

IZ51 


Calif-.'^ooa 

0 

0.00 

0.00 

0.00 





JoN 

So. Caitf-No.CaJif 

61 

0.02 

12.45 

76.23 


Cahf-Oegon 

199 

Ul 

17.78 

38.01 


Calif- NOB 

95 

0.01 

11.31 

11.51 


Calif - .Arizona 

0 

0.00 

0.00 

0.00 







August* 

So. Calif- No. CaUf 

35 

0.70 

9J3 

23.60 


Calif- Oregon 

23 

0.63 

229 

3.94 


Calif- NOB 

7 

i.r 

27.91 

80.36 


Calif -.Arizona 

2 

0.00 

0.00 

0.00 


• As of August 7. 


In April and May. there was no congestion on the main transmission lick between northern 
and southern California (Path 15, linking zones NP 1 3 and SP13). In June and July, 
congestion on this path occurred in a total of 121 hours, or 8% of the time. On the 
Califomia-Oregon Interne (Northwest 1), one of two major transmission links between 
California and the Northwest cosgesticm occurred in only one hour during April. In May 
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throu^ July, however, ccngeetian on this path occurred an avenge of 150 hours per month. 
Od the CalLfomU'NOB link, the other major tnnsmissioo link to the Northwest, congestion 
occurred m only three hours in April, and an avenge of 100 houn per month during May 
through July. There was no congestion between Cali&csia and Arizona. 

The vast m^crity of electricity deoiaod in Callibmia occurs is Zones NP15 and SF 15, 
Northen and Southern Califcniia respective^. As a result of congestion, the avenge PX 
unconstrained market dearing price in NP 15 increased an avangeof$l/MWb during the 
congested houn is die period May through My. Curing this same period, the average 
unconstrained price in SP 1 5 increased ipproxiinalely S2/MWh during the co n g est ed hours. 


Table 5 Average Price Btqnct on NP15 and SP15 Dae to Onsgestion 


Month 

Price Impact 
Hours 

Uncocftramed 
Market Fries 

(S^WWh) 

Avenge Price 
ImpectinSP15 
rS/MWh) 

Avenge Price 
Impact in NPI5 
fS/MWh) 

April 

0 

n/a 

n/a 

n/a 

Mav 

162 

16.S5 

1.86 

1.86 

June 

15Q 

21 .S4 

IZO 

0.80 

July 

199 

42,28 

2.75 

0.43 

August* 

6S 

48.49 

-1.41 

2.18 


• As of August?. 


Comparison with UiateraJ markets 

The PX regularty compares its day-ahead energy market prices with those oc c u r ring in 
bilatsnl markets, as shown in Table 6^. Such scmpaiisoni must be viewed carefully since the 
PX prices are derived from individual hourly auciioDS, whereas bilataial market prices 
represent a relatively small volume of energy traded is aggregate on-peak and off-peak blocks, 
and are determined based on a survey ofmatket participants. Nonetheless, die comparisons 
are tracked closely by the PX. The two primary bubs for bilateral trades in the California 
market are at tbe Caiifomia/Oregon botder (COB) and at the Califoraia/Arizona border (Palo 
V«rde). 


’ Scuree ofbilKoal inuket pneu: Encr®’ Mutet Report. 
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Tabu 5 Coiaptrison of PX Iftieonstrabied Prices with BUstteral Mariuirt Prica* 
C»MWh) 


Bi 

■ 

itBTM 

Bi' 

m 


m 


mm 


’Snm 


ismi 

jgt’dB 


tmM 

ttf 

mm 

iimm 


WSKM' 


IBEM 

m 


a’gfi 

laME 

ass: 


mcM 

HIM 

tSH 


SESHI 




SIM 

•S9B 


3EBl 


•As of August U. 


Comparison wi^ real-time prices 

As shows sn Table 7, PX avenge hocriy pricse have beea slightly above ISO real-time fricas, 
sitkou^ reai-taae prices have been toore vtrfatiia. as would be expected. Duriag Sse pertod 
1 tfarot^H August 1 1, the FX i'«age hourly price iM been S21 .67/MWh wifii a 
siMidard deviation of Sl8.M/MWh, vihtle the average ISO real-time price has been 
SI8.29/MWh with a standard deviadoa of SZS.dZ'MWb. 

Table 7 ComparbKKi of PX Unco w n t liie d Market and ISO Real-Time Price* (S/MWh) 


Month 

PXAvenife 

Hourly 

ISO Average 
Hottriy Real- 

PX Price 
Standard 

ISO Price 
Standard 

April 

22.64 

20.49 

6.56 

11.26 

Mav 

U.63 

933 

7.6S 

10.40 

June 

1109 

SJ6 

916 

10.91 

July 

3142 

27.S3 

20.71 

29.69 

AUXUST* 

43.13 

42.61 

34.97 

48.75 


As of August 11, 


PX Hour-Ahead Martet 

The PX hour-ahead market baa been in operaricn only a couple of \weks and has had low 
volumes during this initial period. Prices have coibitsd lignificaat volatility, as expectsd and 
as does the red-time maiket. The transaction volume in fee hour-ahead oMtket will likely 
iacreasc as market participanB gain addifecmal experience widj its operaaoo. 

IV, Behavior of the key participant j in the markets 

In this section ws describe and analyze tbe behavior of the most relevant generating 
»inpanies. These compeoies own or at least control ja$-fired generating units. Their units 
play a crucial role since they provide about 17.000 NCW of gis-fired capacity, which comes 
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ina play as demand rises ^}crve the !eve! diat can be met by baseload units. During the 
afternoon houn m July the zero-bid capacity, mainly fiom utilities, was greater ^,000 
NfW while mtal demand was between ^.000 and Sf.OOOMW. (See the discussion of 
regulatory most-take in Section IZL) Therefore units of the 'key partictpants” should 
generally be at or near the marsut *Qd always play a role in determining the maricet<learing 
price during these hours. Our analysis, below, of the fiequency with which particalar 
participants comprise die margintl supply supports this charactertsarioo. 

By examining the behavior of these generates we hope to understand better the behavior of 
prices in individual markets as well as the issue of spilloven hom one marketto the next 

We have limited our detailed analysis to ten weekdays in July; July ^10 and July 27-31i 
During The fostof these wedcs, Ancillary Services jsices were not capped, and Replacement 
Reserve prices reached S5QOO per ^{W for 3 hours. During the July 77*31 period, Ancillary 
Services prices were cappedatS250 p^ MW. Three of the four Ancillary Services markets 
hit this cap during some hours of the wedc We examined the hours horn 12 to 20 (11 amt, to 
8 pm.) each day. These are the hours with the highest demands and highest prises in both . 
Ancillary Services and energy maricea. 

Sumnmry of tho koy porticlpanta 

Nameplate capacity of the main gas-hied plant operators is displayed in Table 8. The first 
four owners are new participants in the California market, who purchased plants from the 
lOUs. The last two owners are Investor-Owned Utilities (lOUs). This table does not include 
280 MW of combustion turbines owned by SDGAE, 280 MW of gas units owned by 
Thermo Ecotek. and various non-gas units. The table also does not include out-of-stats 
parueipants, who may at times provide significant energy. Hydro units can also play a role in 
determining prices, particularly the 1200MW of pumped hydro owned by PG&E. 


Table 8 Ownership and she of Intermediate gas units 


Owner 

AbbrerlsdoR 

Can® city (MW) 

Share 

A£S (Williams) 

WESC 

3956 

23*/» 

Houston Industries 

NES 

3776 

22% 

NRO En«rsj>'(Destec 

ECl 

1530 

9% 

Duke Energy 

DETM 

2645 

16% 

Sum of these four 

Independents 

12.200 

70% 

PG&E 

PGPG 

3488 

20% 

San Dieao Gas & Elec. 

SDGE 

1644 

10% 

Total 


17.100 1 lOOVo 


Source: PX data. 
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Hypaithss99 eofiemuiiig b^tmvlor of k§y particfponts 
If a genersKir were acting like a perfect pries taker, we would expect it to bid each hour with a 
apply curve approjQinafirfy equal to &b marginal jenerihngcostuptoiheaptffltyQf its 
uaia. Forewinple; withdeliv«^ gas prices now about S3 per MMBto, a geaetator wifti a 
heat rate of iO.QtKl Bta/lcvdi would hkl aHghtiy above S30 per kfWh, fticea vreuki rise above 
the S30 level whenever tool jadtidiDg A&eiilary Services teparui, exceeded die 

capacity of baseioad (zero bid price) pku gas units. At these tones, gas turbines and odier 
speeid tschoologies would comprise the mugfoal supply and, together wift de mand, jcinliy 
determine die price. Auait with a margisai nuxoiog eostofSQ/MWh would &ea receive 
coatrifaudoos to 5xed costs wheneva- prices are above S30 fix any reason. 

We eona^er tbii die "coopeiitive bduvtor model.* Another impcriisf ittributo of dss 
model ta that &e quantity offered by eichgen«anr should add up » is c^»asity. But daring 
die two July we^ we oounined, the bidding of the irey participisiB tfid not always fit this 
compefitive behavior model. The finna behaved rather differ e a tiy fiom each other; but only a 
few foUowsd the prediedoos of die competitive aodd just itotdied. 

The behavior of the six !<ey ptrticipaaS in die FX day*ahead naricet in July departed is two 
maia waya Qom the coiupetittve model. First die>' almost never bid to supply their entirs 
genoating capacity in die PX market. Second, they oileo bid capacity at prices well above 
S30/MWh. la fact seme firms bid some of dich capacity at prwea above SlOO/MWh during 
somehoun. 

For any given g en eratin g company and hour, Ihere are at least five possible expUsatiens why 
its bid quantity in the PX day-ahead market mi^t total less than its capacity. They are: 

* The participant expects one or more uoita to be unavailable. 

* It has a bilateral contract to sell energy. 

* It planned to sell capacity in one of the ISO markets. (Recall that the bids for the ?X day- 

arii^d siusc bc befcTC btds ill die Ancillary Servicsj and other markets.) 

* psrricptsieartsyasg to push prices Bp. 

* The pvtidpant hopa that by not biddmg a ash, ir will be called as a Reliability Must 
Run uni; and it wS receive a hj gb«=r price than it wotdd luve received in a competitive 
remket. 


With these explanations in mind, phis the dafimlt hypothesis of cempetitr/e behavior, we 
examined die behavior cf each key participant during the hours from 1 2 to 2Q in tiie weeks of 
July 6-lC and 27-3 1. Uofortonately we hid very liitie informition about the first rw 
m^ilanations: unit availability and biiateral coatraci. This liauu the inferences we can draw. 


OboerveO baftovler of partfefponto 

DiSerent participants followed different patterns of bidding durins die ten days and 90 hotm 
vw examined in detail. Several appeared to be pure price-takers. They bid a flat supply curve 
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AT A price Approxinuteiy equAl to the atarginal cost of a gsa-fired unit Others osed very 
elaborate bid curves diat varied by hour and day. Not aur^sisingly, the lan^ were often the 
marjinai price setters. 

S^se of the more elaborate bidding mechaztiama used at difEerent times by different 
participants included the following: 

• Finely diSereatiatsd upward sloping supply curve. 

• Hour to hour changes in the supply curve, shifting the curve to the left (less energy of fe re d 
at a given price) at times when pricea were ISteiy to be higher. 

• Day B> day changea in the supply curve. 

• Extensive bidding in Andilary Services markets. 

• Apparent adjusting ofAncillary Services and supplemental eQ«^ (real time) ofiiss in 
response to sales in the day-ahead market 

We emphasize that vdtiioui a foil econocnetric model to explain bidding behavior — one tiiat 
accounts appropriately for exogenous foctors and individsai imite — and more data, we cannot 
draw firm concluaioos from this examination, ht particular, we cannot easily tdl whether a 
given participant is "withhoiding” some of its capacity to force prices up or to induce the ISO 
to call a unit for Reliability Must Run stania. Recall, speciScally, the gaps in our data on 
biiateral contracts. Thus although we often observed PX-market ofters and sales agniftcantly 
below nameplate capadty, at this point no definite inferences can be drawn. 

Our limited examination of bidding b^vior, however, does provide considerable suggestive 
evidence that the energy markets are at times thin and not folly competitive. Therefore, any 
actions taken by the ISO to improve the Ancillary Services markets should be carefoUy 
scrutinized to be sure they do not adversely affect the energy markets. This la especially 
important since the volumes of the energy noarkeis are about ten times larger than the 
volumes in the Ancillary Services markets. 

It is also poaath'^ te capacic^'. That ia^ a partfotpant can make AS bids by 9AM 

sneh taa AS bids pfos day-abcsd sales ea ce ed its capacity. For example, ooe afternoon a 
participant sold SO percent of hs capacity n foe dgy-thead market and then bid 50 percent 
of its capacity in the AS markets. Because of its supply carve (bid prices) about half its 
Ancillary Services bids were purehaaed. This led to total commiOnents of 106% of its 
capacity. There is nothing necessarily wroog with this if foe participant is willing to "buy 
back" its day-ahead energy sales in foe hourly, real-time, or bilateral markets. 

iVho detennined prices? 

Since we hs>-e date on individual supply carves (bids), we can engage in some sensitivity 
analysis to detennine which participants had the most effect on prices. In essence we ask the 
question. “At foe actual price-quantity interrectiooi in the marketplace, which firms were the 
ones with foe most power to alter price by a/toing their bidaT' We estimated this by looking 
at the incremental supply curve of the mu glual firms, recognizmg that several firms might be 
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OR the margin to dufsiem degrees in the ums hour. Thii gsva ns « sreasurs ‘‘pooest of 
jneeraetttai ea«gy frtaa perttcipaatx." In & paftctly competitive macicet wife six identical 
participants, we would expect tiiat each participant would provide approximitely 1 7% of the 
incremental energy. We interpret a disproportionate share of one tiim as tueaniog that it had a 
larger opportuni^ to inSuence prices. Whether saeh firms used tiiat 9pp<xtu!uty is a 
separah: matter. 

We examined the incremental firms over the period July I to August 10. Only ‘liigh priced 
hours,’* i.e. those over STS/MWh. were in^idad in the ealcoialiog. There were 70 su^ l^urs. 
Of the approximalBiy 30 sellen a the market, ooly four were important on the margin (hiring 
these 70 hours. Not surpristngiy in light of the di ff er ai ces in bidding behavior discussed 
above, we found substantial differences in who wu on the margis at distent prices. At 
prices fixan S7S to SlOO/MWh, incremsQtal supply was divMed rather evenly among four 

firms, witii two of the six key partidpaets ahcoft never oc the aurgia. At fsisee between . 
SIOO aadSl.23, oae firm was dominant with about three quarters of the inoementa] energy. 
When tile price was above SI25, a different firm was dominant wtib about three quarters of 
the i nc remental oiergy.^ 

We ccmclude fiom these share namben that at certain levels in the aggregate supply carve, a 
very small number of firms had die effetnive ahlU^ to determine the pricea In essence they 
dominatt a horizontal slice of she aggregate soj^ly curve, and other Snns have vertical 
sippiy curves in those price regions, or bid all their capacity a! lower prices. At other levels, 
many firms are bidding with sloped supply curves, and no one firm dominates. The Market 
Monitoring Committee is concerned about market concentralioc issues, and will monitof it 
closely in the future. 


V. Interaction* batwaen PX and ISO markat* 

The prices in three ISO Ancillary Services raaifcets and in the PX Day-ahead market ore 
shown in Figure 1, for boun 12 to 20 on the ten weekdays we studied. AH prices are shown 
on the same scale, which illusin.'es tiie wide variations among markets and over time. 
Corresponding quantities are shown bi Figure 6. We show Ancillary Services prices and 
qutntities only for ihe SF15 regton, vdticb it the largestdetnand region and was moderately 
more aibject tc high prices than NP15. As the graphs show, different msricets had high prices 
on different days. For example, is tiie mergy matket, during tiiese tea days prices exceeded 
SlOO/MWh only on Tuesday July 2S. That day, non-spinning reserve and replacemeot 
reserve hit their caps of S230/MW. while the price for spinning resetvs was about SID. 


*: W« u>ok XKi of th« originii MCPs and cakuiaetl tie getservien Sea tach partkepuu it this price and al 
the acsukl MCP. 'Hse dyTerence we OTsidered that Onn’i increnerus! gerxniaoa This ramia divided ty total 
incraroental goieralion WM Uk shire PsrlhitpBticip^jnthilhiyur- We then sook the vei^ittdevffige bare 
for i pirCicipinl acmt houn in the price range, using the howf teai mcreaenis aa the weights. There were 
4Z hours with pneej between J7J arvlJlOO. Mhoura between $100 erdSlZi. and 14 hows tn-erSlIi, 
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Figure 5 Energy *nd reserve Prices, selected days, hours 12-20 
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One hypQtfaesis about prices in these tnerkea is that Jumps in the Ancillary Services market 
prices are due to increases in capacity being used to serve the ^ nuricets, leaving little 
ciptci^ for Ancillary Services..^ Dcring foe second week tw examined, foe S250/MW caps 
were binding in many hours. We do not have access Id foe firms’ supply carves in foe 
Aneiliaxy Services markets, but our examination of foe data oa foe F!X energy markets does 
not suggest that foe S2S0/MW caps were hh because of any wjde^ead wifodnu«l of 
capacity fr o m foe Anciilary Services markeb in an eSbrt b provide mare to foe VK market. 

Our examination of individual participanta' sales is foe PX and ISO maiksta reveals that some 
of them adjust foeir9:3Q am. bids in foeAnctUary Services markets based oi what foey sold 
in foe ?;13 am. day^ead market This is an attempt to make sore foat capacity not selected 
in foe day-ahead auction does not sh idle. To foe extent this occsrs,it helps equilibrate jxices 
in foe different markets. In principle such behavior does crease a tradeoff bettwen foe two 
markets; more sold in one makes less available to foe ofoer. However foe e&c( if it exists, is 
w«ak. 

We intend to study this issue further as more daa become available. Prices in Ancillary 
Services and in energy markets have risen recently, and there is no reason to believe foat foe 
late-July Ancillary Services prices are stable or representative of foetr Itmg-tejin behavior. 


Campm/ing Prices: PaaervM m Options 

Another way to compare foe various markets is te examine foe profit-making opporTunitres 
in each one. If puticipants are radonal, can sell capacity in any market, and have low 
transactions costs, we would e xp e c t prices to equilibrate across markets. More precisely, in 
equilibrium foe e x pe c ted profits fr om allocating foe last MW of capacity to all markets 
should be equal. Participaots should stove capacity from one marketto another until fois 
condition holds; until then there would be opportunities te profit from arbitnge across the 
markets. Casual observation of Figure 5 suggests foat prices are far from this equilibrium. 
Although energy prices seem to fcflow a regular parisra. Ancillary Services prices change by 
an order of magnitude from each other, from day to day, and even from hour to hour. 

Spinning non-spinning and replacement reserves are all theoretically call options that foe ISO 
is purchasing. They give foe ISO foe right to buy energy on a few minutes notice, if it is 
needed to respond to a conhngency. The paymenD made by foe ISO for reserves are per 
MW of capacity, and are foe cost of buying foe opdoos. When these reserves are called upon 
by foe ISO. there is also an energy payment per MWh, at foe real-time price.* 


‘ Recall ihs Ancilkiy Services bids sia oade after day-aheed energy bids have been resolved Therefore, the 
enogysaiesmacernioteilmntbeenetjyniariatbida. ... , 

* Suppliers are required to include an energy bid with eech capacity bid they suboiit In the reserves isartutt, but 
ihe energy paymousthev receive if they ere caikd to provide energy are bwed on the ISO's resl-Urae im balance 
price. They are cnly called if the real^ine price is at orhi^arfoan their energy bid This means that the actual 
‘strike" price is equal to or higher chin the werjy price suhoiUedby the pioviiiec. 
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"Wlwn, fbr eeample, price of reserve* is aX S25Q/MW, this optioj duHracter of reserves lias 
TWO consequences. FtnH; ibe onderiyutg commodity (energy) hu conssteotiy been cheaper 
than the call optoa, fl a areby in principle ereaitog an arbitrage opportunity. Secrad, when 
deciding how much Id oS? in each marked partacipasts will mike mere pioStby seUkg 
reawves as S25Q per MW than by sefling ««gy, even if the energy price reached S250 per 
MWh. The vaiue of seOing a MW u reserves ii &e expected reserve price plus the 
value of real time price mcnit margitul running cost For example^ if the reserves pries is 
S20Q/MW and there is a 4I3H dunce ofbemg called to deliver ts a SIOQ/MWh sx psd ed Real 
Tune price, die a q iccted revetuie is the same as selling is the energy market at S240/MWh. 
The reserve cooiracT gives about tbe same profit as an energy price of £258 (if the 
generating cost is S30/MWh). 

The tmeostum price in die PX diy^ahead energy inaikst has beai abcot SI 60i/MWh wiule 
Ancillary Services prices have often reached the cap of S250/MW. The price of reserves 
has exceeded dte energy price in many peak hours. Table 9 shows the percentage of hams 
that the price &r each ressva servka ^Ma higher than the I^day*ihead energy price la early 
August. Mori of the wededay afternoons had such relafive prices. The reserve prices 
avenged close to S250yMW, they VMre usually hitting the ISO’s price cap. During 

such hours, in princifrie the ISO could have purchased energy and "thrown it aw^ more 
cheaply than buying the Ancilliry Service. 

T able 9 also shows ihe average day-ahead reserves price (option cost) ud the real-thne ISO 
energy price (exercise price for the optian) during these high-priced boun. To cilculate the 
total payment made To a Supplier who is called upon for reserves, (me has to add the cost of 
the option (capacity payment) to the cost of energy wheo it is called during the a^Kted 
hours. For example dte Snt cahimn shows the relevant prices for spinnias reserves. 
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Tabl«-9 Comparison of Revenues from 1 MW in PX and Reserve Markets 


August 1 • 12, 1998 

Spinning 

Reserve 

Mon- 

spinning 

Reserve 

Replace 

-ment 

Reserve 

Percentage of Hours that Reserve Price Exceeded PX 
Price 

2S% 

20V. 

23% 

Average PX Price Durintt Sudi Hours (S/MWb) 

63 

90 

91 

Average Reserve Price Duriwt Such Heura 

238 

249 

233 

Average Real-Time Price During Such Hours fSMWb) 

72 

108 

HI 

Payment Above PX if Called for Capacity Reserve 
Only (S/MV) 

175 

159 

147 

Payment Above PX When Also Called ftr Energy for 
full Hour fSMWhl 

247 

266 

258 


As showAi in Tabie 9, the svenge payraentto spuming reserve suppliers in these hours was 
S3I0/NCWh ($23S +S72}. The PX average oersy price dmisg the seme hours was only 
S63/MWh. Thus, supplien of sptaning reserve energy received an average payment that was 
S247/MWh ^ove the average PX price (S3 10 • S63). Even supplien who were not called 
upon to provide energy received payments that were S175/MW above ihe average PX price. 
In a smoothly liiactioning group of markets, suppUen should have recognized that they could 
make significantly greater profits providing spinning reserves compared to bidding in the PX 
market during these on-peak hours. 

Arbitrage should have eliminated the dtffinentUl profit opportunities. It is apparent that the 
markets for .Ancillary Services are not in equitibriura with the energy market. Perhaps 
because there are too few players in the Ancillary Services markets, the paradoxical price 
inversion persisa. 

If ibe cost of buyocg reserve services is Ihgber than the co»r of energy iaelf the same hour, the 
ISO would be ofiTbuyiog eoergy in foe PX day-ahead marker to meet its reserve 
teep i ctaferKS- The l^eauU even sed sudt saergy to outside control areas at zero prices on 
foe condidcn that it ccn^ be called bade to nteet ISO's cdidhlrty requireroena - in essence 
exploitiae foe arbitrage oj^nromity between foe opticD and the commodity. This might 
cause PX prices to increase, but as reserve prices dropped to equibbrnim with foe PX market, 
capacity would shift toward the PX market, thereby compensating for foe ISO's purchases in 
foe roruket. An entrepreneurial firm could also take advantage of this arbitrage strategy and 
keep foe profiD itself. 

VI. Concluding Obsarvatlons 

Based on foe isftntnatioa gathered and the study undertaken to data, foe Committee has a 
number of conchiding observations to offer. Before we present them, however, it is 

PX Market Report 25 


EC 001207908 


hctp://rimswebl. fere. fed. us/wconnect/'vvc.dir?rvvsearch--PriniN'Pick 


9/16/98 



497 


EJMS Doc ID 1880265 


Page 28 of 30 


impoctant vs «snphasEe the Ccarmuttee'a stroag bdief competitive arid cffisieat mstkets 

caa set prices isd detetmise qusalides fisr ^ecttidty m CaUfornia. Al&ou^ mai^t 
ccpcrience to date indicates the desinhUity of adjusticg some of the curreot stnictonss and 
proeeduzes. dtis does aot vwsaioat our behef that properijr dehgced and tmcdoamg msskets 
candothejf^. The main go^ Aauld be to make l oug » taiB ebaoges that will remedy the 
cutreatdeScieQsies. Sut we re^piize that the aiadceteS«ts of some delete {savlw so 
severe diat temporary interveohoos are required. Itia impottant, however, to take all steps 
p03sa>!e to emure that ^icrt-tarni actiem do not Impede loog-tens eSxttivsiess of &s 
markets. 

We turn now to more specific observations about the FX energy maikm and their redafipn to 
the ^0*5 aaciSary-servicss nsarksts. These remarks are baaed co our hme^Iitaited stody 
coecentriuuig on the per f ormance of dte PX tnaiket, the behaviors of ki^ p^cipezris in tiat 
mari^ and the istoractioss between the FX madcst and the 15(7$ markets for ancillary 
aervices. 

Fin^ the FX !Xy-Ah««l maricet has funedosed amoofiily since its inception in April. The 
HoaF*Aitead market Ls toe new to analyze, tfaou^ we are concern ed about how slowly 
activity is developing there. The Day-Ahead morkar U large with a number ofpartieipanta. 

It has, however, seen seme very high pdcea during July and .August. Oar review of the data 
gives 03 some g<ui*» for concern about the ability of a small number of participants to affect 
prises at times of hl^ demand. This is an area that via have been watching and will coalinue 
to follow carefoUy, particularly uncehigh pciceson the PXmtuket have a larger impact cm 
the overall cost of eiecthcTty is California than do comparable Ancillary Sep/icea pricee. 

Second, wniie high pnees have been of cOTcem in tte PX Oay-.Ahead market, they have been 
of sveo mure concam in some of the ISCTs AacUlary Services markets. Indeed, the level of 
those prices gave rise to the ISQs request to the FERC. vvhicfa la turn led the FERC to call 
for this report The very high Aneiflexy Services prices reflect an insufficiency of supply 
oSen relative to deoaad sr particular times, which can tha bestow sigaificant maricst power 
on the genenitors that provide anciilary services. Tbe phaeipal solution to this problem is 
the entry of new units and new partietpanta into tbe ancillary services markets. That Is; 
insofar as foe supply-side problem is structural is character, it requires a stoicmral solution. 

Stops must be taken to encourage entry in the short and long run. Removing restrictions on 
is allowed to participate in foe various markets, as the ISO has recently done with out- 
of-costrol-area generators, is one way to enhance entry in foe near tens. To foe extent that 
some l£?«ds can be reduced as fost as generators can nmp, encouraging demand^de bidding 
for ancillary Mrrvic« is another uieans to increaso supply, perhaps ev«n in foe short term. 
Furthermore. Regulatory Must-Run contracts should be considered in the ovemll context of 
the pnsvision of system reserves. The incentives in those contracts should be structured so 
that owners of such units ire not ccefficientty induced to withdraw from foe energy market or 
tile ancillary services markets. 
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While supply-side development is esseatisl to the long-term success of the Ancillary Services 
markets, it is also important that the ISO’s demand 5x Ancillary Services be rahonal and 
responsive to economic incentivea, while staying within the bounds of regulatory constraints 
and reliability objectives. The overall level and compositiQn of ancillary services bought by 
the ISO should be determined in an lategrstod and economic wi^. System security 
constraints dould be met by procuring dre least-cost mix of the several arraHary services. For 
example, the ISO should be able to substitute among types of reserves when a mote Qexibie 
type is available at a lower i»ice. When eoffgy prices are below reserves prices, energy too 
should be considered in the mix. Furthermore when some Aneillasy S^ces* (aices are very 
high, the ISO should continue to make the Judgment to purchase less of them, as it apparently 
did for Replacement Reservea when ±e pike would have reached SIO.OOO per MW. 

Third, the cur re n t maricet problems are sufficiently severe that they call for sboit-tsrm 
intsrveatioQ in the market, such as price caps. This will reduce deleterious market ontcomes 
and provide 'breathing room” for the development and introductioo of long-term 
nnprovements. Ifgenentors in theAnctiUry Services markets hive and exercise constdoeble 
market power tn the diort run it will induce inefficient behavior that will spill over to the 
energy market. Since die Day-ahead energy market clean before Ancillary Services bids are 
submitted, a fun wishing to bid in the Ancillary Services markets will have to oSisrleas 
capacity in the Day-ahead market Although most of the dme such a bid might earn lithe, the 
prospect of a lottery-type win for a few hours in one or another of the reserve markets could 
suffice to make the strategy worthwhile. While we expect that prices would eventually 
equilibrate os average in the different markets, they would do so only with considerable 
distortion among the various markets. Unit commitments and other decisions would be 
distorted by the inaccurate price signals. Furthermore, allowing the exercise of unbridled 
marker power could lead to substantia} wealth transfers and cause poiidcal pressure for re- 
regulation. thereby undermining the possibility of having successful markets in the long term, 
tfi short, the Committee is persuaded of flie need for short-»rm market interventions, 
perhaps in the fonn of price caps, to cope with serioua. market-impairing structural 
problems. 

It is iiaportao^ however, to minsuize the long-term effects of any sbort-term bterventioo 
that is made to cope with such marker power. For example, the introductioa of price caps 
may impede future entry if potentiai entrants woiry about the possible imposition of 
additional caps. The etoenuating circumstances justifying the interventiDa should be made 
clear and distmguisbed foom the or^naiy course of market events in a weli-fimctiocing 
market, and the temporary character of the intervenQoc should be emphasized. Mainiainiiig 
the credibility of (he market and its institutions is essential. 

The price cap level, ifthat Lsthe interventioa chosen, must be carefully selected. The price 
cap needs to be set at a level that will provide the entry that we seek as the long-term 
solutioTi to the structural problem. Given the linluges among markets, a price cap imposed on 
one ancillary service maricet will have an effect oc the others and on the several energy 
markets as well. A cap that is too high or too low may distort behavior in one of those 
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cootpksscaiitfy auckea. k psiicalir, in settmg tbs price ca^ and coraptrisg it wiifa aergy 
prices, it is aapatsat tc bear in mind that Ancdlary Services give aa <^as to buy energy at 
die reat>^nBe price. 

FlntQy. alfbot^ die CoonittM believes dut sons abc3rt4ena mariort ktervenboas, perbaps 
in die form of price caps, an appropriafi, it believes that low, partieiptaUpeeifie price caps 
coiaistB^ <rfc oiM »ased rma fa Ancillary Service! ire aappropriate. ThecosMiiEied-iite 
roles that are sdUin e&ctior some parheipntt set the prices those s^i^ienwdB below 
the prices tbit gaeniy dev the energy markers dating times ofhigfadeaut^ Tlmi^ifthose 
coi^ased rues ere impoead on a psticipaa^ that agent has at aeentive to trot oBn 
eafmaiy to Asdllaty Servieei and instead to sell all ih capacity is qm of die eoe^ easkets. 
^diot^ diis restrains prices in tbeeaergy markets, it does so st flu cMt of ditonrlhig the 
sqpials shoot the relative vahie of ancillary aervicee and oecgy. '^th cost-based ei^ 
imposed on some pertietpents, ineffieisat quantities are offtnd to the Ancillary Services 
markets. Utis in torn' could lead tiie CSO to resort to manditocy orders to ^lenUon to 
provide such servtcas and Ihribcrdistortioiu of partmpaot behavior and of pri«n. We 
recommend resnoving the cost-based rate caps that remain in e&ct. 
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August 17, 1998 


The Honorable David P. Boergers 
Acting Secretary 

Federal Energy Regulatory Commission 
888 First Street, N.E. 

Washington, DC 20426 


2«» PemqrfvmM Avenue, £0ele: 202-466-0060 
Sun. MM _jf(,c£of'ihe 8ecafci**K77 
Wasl^ton, in:.2d0O6 

98 RUG 17 PM *^20 

- rPEHAL ENERGY 
' cFnill.ATORY 


rnnwiiittee on Governmental Affairs 

EXHIBIT #A-52 


Washington O.C, 

San Francisco Operations 


Associated with 

Cameron McKenna: 

London 

Aberdeen 

Bristol 

Brussels 

Budapest 

Prague 

Warsaw 

Moscow 

Almaty 

Tashkent 

Hong Kong 


Re: AES Redondo Beach L.L.C., at al.. Docket Nos. ER98-2843-001 , 
ER98-2844-0O1, ER98-2883-001 (Not ConsoHdated), ER98-2971- 
001, ER98-2972-001 (Not Consolidated), ER9S-2977-001 . EL98-62- 
000 


Dear Secretary Boergers: 

The California Power Exchange Corporation ("PXT) respectfully submits this 
filing containing a copy of the Report on Market Issues in the California Power 
Exchange Energy Markets prepared by the PX Market Monitoring Committee 
pursuant to the Commission's order of July 1 7, 1 998 in the above captioned 
dockets. 

The PX Market Monitoring Committee believes that this submittal should 
comport with the Commission's requirements. 


Respectfully submitted, 

Reinior Loclc 

Attorney for the California 
Power Exchange Corporation 


San FraneiKO Operatlani; SOS Sansome Street 




Fifth Floor 

Sen FraneiKO, CaUfomia 94111 
T4l*: 41S-9S4-S4S4 
Fax: 41S-9S4-4B64 
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CERTIFICATE OF SERVICE 

I hereby certify t that have this day served the foregoing submittal 
upon each person designated on the official service list compiled by the 
Secretary in the above referenced Dockets, in accordance with the 
requirements of Rule 2010 of the Commission's Rules of Practice and 
Procedure, 18 C.F.R. § 385.2010 (1997). 

Dated at Washington, D.C., this 17th day of August, 1998. 
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I. Introduction 

On July 17, 1998 the Federal Energy Regulatory Conunission (FERC) issued an order 
accepting the proposal by tfie California Independent System Qjerator (ISO) to limit 
SKnporatily die prices the ISO iwU pay to bidders that had be«i granted authority to set 
maiket-based rates for Ancillary Services. In addition ta granting that authority to die ISO, 
FERC diiected the ISO Market Surveillance Committee and die Caii&mia Power Exchange 
(PX) Market Monitoring Ccanmittee to conduct independent studies and to file reports with 
the Commission widiin thirty days of the date of the order. 

The studies were to examine “the bidding behaviors and structural characteristics of die 
markets diat diey [the Committees] each administo' and to fiirtfaer clarify the causes of die 
perceived market concents in the {deadings.” Those concerns, expressed in pleadings by the 
ISO and Soulhera California Edison (SoCat Edison), were directed at die performance of the 
ISO markets for Ancillary Services and especially Replacement Reserves in early July. At 
issue, in particular, were dramatic price spikes in the price for Replacement Reserve Capacity 
and insufficient bids in that maiket and odier reserve maikets. The FERC expressed special 
interest in “how the umkings of the California market and activity in the generation market 
affected die prices in the Ancillary Service and Replacement Reserve markets,” and its 
interest [xesumably extends to the impact of activity in the ISO maikets on the PX energy 
maikets. In addition, the FERC directed that the ISO and PX maiket monitoring committees 
should address how “phase-in plans implementing new procedures such as the hour-ahead 
markef ’ will affect PX and ISO maikets. 


The PX Maiket Monitoring Committee is engined in an ongoing analysis of the structure, 
behavior, and perfonnance of die PX day-ahead energy maiketi and it is beginning a similar 
study of the PX hour-ahead market which commenced operation only on July 30tfa. In this 
report die Committee draws on its ongoing study and the associated work of the PX 
Compliance Unit staff to respond to die FERC's inquiries. To answer the Commission's 
specific questions about interdependence of the PX and ISO markets, the Market Monitoring 
Committee has examined bidding behavior and market peifonnance in the PX energy maiket 
especially during July and early August. The Committee emphasizes that the time 
constraints on the preparation of the report have limited the depdi and scope of quantitative 
analysis that could be undertaken. The members of the Committee regard this report as part 
of a continuing examination and analysis of the PX markets, directed at the maintmiance of 
competitive and efficient energy maikets in California, rather then as a discrete, time-ilmitod 
study. 

In the next section of die report we delineate die boundaries of our analysis and characterize 
the product we have tried to deliver. Section HI provides a review of die stiucture and 
performance of die PX day-ahead energy maiket ftom its inceptitm to the present. Relevant 
characteristics of the Ancillary Services markets are also discussed. (In diis report, we use 
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"Ancillaiy Services" in the generic sense, includmg Relation, Spnning Reserves, Nc«- 
Spinning Reserves, and Replacement Reserves.) In Section IV we present our analysis of 
bidding behavior in die PX market wifli special attenticm to July including the period ttiat 
generated concerns about the ISO Ancillary Services markets. Section V contains our 
discussion of die interacti<»s between the PX and ISO markets. We conclude, in Section VI, 
with implications that we draw from our analysis. 


II. The Character and Boundaries of Our Analysis 

First, cair report focuses on die FX market for energy and, due to the very recent introduction 
of the hour-ahead market, primarily on die day-ahead maricet We discuss and comment on 
die ISO markets rnily to the degree that there is reason to inquire about how developments in 
those markets may have an impact on the PX market and vice versa. In particular, it is 
frindamental to recognize that the capacity available for the ISO markets and for the PX 
markets comes from the same generating capacity. Capacity sold in one market means less 
capacity diat can be sold in odier markets, thereby driving up prices in the latter. Therefixe, 
we would eiqiect a close relationship among the different markets. 

Second, we have written a descriptive, analytical report. We are not assessing whedier 
particular participants behaved well or braved badly. Rather, we attempt to analyze how 
they have behaved, based mi historical data, and how we might expect them to behave, based 
on die market rules and dieir incentives as we understand them. Our report is nonnative only 
to the extent that our analysis will lead us to recommend one or another policy measure. 

Third, it is essential to keep in mind just how new these markets are. They are still 
developing and evrdving in important ways. We eiqtect behavior to change as participants 
gain experience; as new markets open, such as the hour-ahead market; as supply and demand 
change due to seasonal forces and market pressures; and as unanticipated events occur. Over 
time we would expect the so(diisticatioa of bodi the demand and supply participants to 
increase, and their behaviors to change. This continued evolution should be recognized when 
considering policy changes. Problems we diagnose now may be inhermit in the market or they 
may be tnmsitiottal diffrculties. 

Fourth, the information we have is limited in important ways. We do not have data on some 
transactions outside the PX markets, especially bilateral sales (made outside flie Power 
Exchange market) and Reliability Must Run transactions. .As a consequence, we cannot 
accurately characterize the degree to which some of the PX market participants are using 
dedicated capacity as a strategic instrument. 
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Hi. Overview of Markets and Operations 

This section provides an overview of California’s electrieity market strucftire and a summary 
of PX operations from the opening of the market c« April 1, 1998 flirough August 1 1, 1998. 

PX Uarkmt Deaerlptlonm 

The PX operates two separate energy markets: a day-ahead ener®? market and an hour-ahead 
enwgy market. The PX has been operating its day-ahead energy market throughout frie four 
months since restructuring was implemented, while the hoitr-ahead energy maricet commenced 
operations on July 30, 1998. 

PX Day-Ahead Market 

In the day-ahead market PX Participants submit portfolio bids to buy and sell energy fm* 
each hour of the succeeding day. These portfolio bids, r^ich must be mbnritted to be PX 
by 7:00 am. on the day priw to the actual dispatch day, are used by the to derive 
aggregate supply and demand curves from which the PX establishes an unconstramed market 
clearing price and quarrtity for each hour. Following the conclusion of the day-ahead auction, 
successfirl bidders provide the PX wifri Initial Preferred Schedules that reflect the quantities 
awarded in be auction process. These schedules specify be quantity and location of loads 
and supplies wibin be grid. The PX provides bese schedules, which in aggregate must be 
balanced wib respect to supply and demand in each hour, to be ISO by 10:00 ami. on be 
day ]nior to be dispatch day. Ober Scheduling Coordinators, representing bilatoal 
transactions, submit beir balanced sdiedules to be ISO m a similar manner. 

These schedules also include Participants’ Ancillary Services Bids and Schedule Adjustment 
Bids (for inter-zonal transmission congestion). Upon receiving be resource schedules fitan 
Scheduling Coordinators, be ISO conducts its Ancillary Services auction and performs 
congestion management hereby, making any necessary adjustments to be Inifral Preferred 
Schedules based on participants’ bids. The ISO ben issues Final Day-Ahead Schedules, 
including be schedules for Ancillary Services, by approximately 1K)0 pm. each day, and 
publishes final transmission Usage Charge rates if transmission congestion has occurred. The 
PX ben calculates Zonal Market Clearing Prices based on its Participants’ Schedule 
Adjustment Bids and be Usage Charge rates provided by be ISO. 

PX Hour-Ahead Market 

In be hour-ahead market buyers and sellers are able to adjust be positimis bey received in 
be day-ahead market This is especially useful to distribution utilities and electric service 
{xoviders who may need to modify beir day-ahead market positicais when demand changes 
due to weaber conditions or supply changes due to plant outages or line de-ratings. The PX 
hour-ahead market also provides benefits to bilateral market participants who may wish to 
adjust beir day-ahead market positions. The PX hour-ahead market involves trading atound- 
be-clock through 24 hourly auctions. 
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PX Schedule Coordination 

In addition to operating the forward en«gy markets (day-ahead and hour-ahead), the PX also 
fimctitHts as a Scheduling Coordinate' wifli responsibility for submitting balanced resource 
schedules to fte ISO, pro'viding real-time dispatch instmctions to its Participants, and 
perfeming billing and settlements sarvices for botii the day-ahead and hour-ahead markets. 

ISO Market Dmscilptlons 

The ISO operates the real-time Imbalance Energy market, flie Ancillary Services maiket, and 
foe TraiismisHon Congestion Management maiket. 

Imbalance Energy Market (Real-Time Market) 

The ISO is responsible for balancing loads and resources in real-time. The ISO uses bids 
received in foe Imbalance Energy madcet to incmient and decrement resources as needed to 
maintain a system-wide energy balance. These bids include Supplemental Ener^ Bids, 
wfoidi Participants inovide to foe ISO up to one hour prior to foe dispatch hour, as well as 
foe energy bids submitted by Participants in conjunction with foeir Ancillary Services 
capaci^ bids, as described below. The Imbalance Energy market price is calculated in 10 
minute intervals cm an ex-post basis. This price is used to settle deviations between 
scheduled and actual quantities of supply and demand. A Participant foat over-delivws 
relative to its scheduled quantity is paid foe imbalance price, while a Participant that under- 
delivers relative to its scheduled quantity is charged this price. 

Ancillary Services Markets 

The ISO conducts four day-ahead and four hour-ahead aucticms fix' Ancillary Services. These 
four Ancillary Services are: Regulation, Spuming Reserves, Non-Spuming Reserves, and 
Replacement Reserves. Each is a capacity-only market Bidders must also include an energy 
bid with each capacity bid. The Energy Bids in foe Regulation maiket are used for validation 
only while foe Energy Bids for Spinning, Non-Spinning, and Replacement Reserves are used, 
along with Supplemental Energy bids, in foe real-time Imbalance Energy maiket. In addition 
to these four Ancillary Service products, which are acquired throu^ an hourly market- 
clearing auction process, foe ISO also is responsible for acquiring Volti^e Support/Reactive 
Supply and Black Start capability, which it procures foough a longer term contracting 
process. 

Transmission Congestion Management 

The Transmission Congestion Management market operates on fte basis of Schedule 
Adjustment Bids (SABs) provided to foe ISO by Scheduling Coordinators. These SABs 
indicate foe willingness of a Scheduling Coordinator to increment a rescHirce if foe price 
increases or decrement a resource if foe price decreases (vice versa for demand and exports), 
and are an erqrtesrion of foe value foat foe Scheduling Coordiiuttor places on obtaining inter- 
zonal trananissirm access. The ISO uses foe SABs to adjust individual resource sdiedules to 
relieve congestion and calculats transmission congestion Usage Charge rates. 

Table 1 shows foe detailed operational timelines for foe day-ahead and hour-ahead markets. 
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Table 1 TimeUne for Da;-Ahead and Hour-Ahead Markets* 




By 7:00 ajn. 

Participants submit day-ahead portfolio energy supply bids and demand bitb for 
each hour to the PX. 

By 7:15 aun, 

PX cMiducts day-ahead energy auction and notiSes aucoessfoi bidders of hourly 
matkebclearine orices and ouantities. 

By 9:20 a.a. 

(scheduled to move to 9: 10 
ajn.. beginning Augtat 

231 

Participaids submit Initial Preforred Schedules to the EX that provirfo details of the 
t^cific generating rnits and loads that fulfill the aggregate awards in the energy 
auction. In addition. Participants submit Schedule Adjustment Bids for itrter-zonal 
transmissian access. 

By 9:30 b.». 

Participates submit to the PX bids for Ancillary Services (regulation, spinning 
reserves, non-snismina reaervea and renlaceraent reserves). 

By 10:00 a.ra. 

PX and other Scheduling Coordinators (SCs) submit their Participants' Initial 
Preferred Schedules to the ISO, alcng with them Participants' Schedule Adjustment 
Bids and AnciUarv Services Bids. 

fly 11:00 a.m. 

ISO completes first iteiatron of inter-zonal cor^estion managemem. If fiiere is no 
iitter-zcmal congestion, ISO issues Final Day-^ad Schedules, including the 
schedules for Ancillary Services selected in the ISO’s AnciBiiy Services auction. 

If there is congestion, ISO provides the PX and other SCs with the estimated Day- 
Ahead Usage Chergea a Suggested Ar^usted Day-Ahead Sclmdule, and a 

Dtelimmarv schedule for Andllarv Services. 

By 12:00 noon 

If there is inter-zonal congestion, PX snd other SCs submit to the ISO their 

Revised Cay-Ahead Sch^es, in response to the ISO’s Suggested Adjusted Day- 
Ahead Schedules 

By 1:00 p.m. 


By 1:15 p.m. 

PX and other SCs send their Participants the Final Day-Ahead Schedulca 
including the schedules for Ancillary Services, and the Final Day-Ahead Usage 
Charae ntes. PX calculates zoial marlcet-cIeaririK txices. 

By 1:30 p.m. (i^jprox.) 

ISO detennines if there are any deficiencies in the resuhs of the anciU&ty services 
auctLons and evaiuates S.eii^UiQr Must-Ilun requtiemems relative to Final 

Schedules. 

By 5:00 pjn. (approx.) 

ISO notilles market participants of any changes in Final Day-Ahead Schedules 
resulting from ancill^ services shotdall and Reliability Must-Run generation 
RQUiiemenls. 



Not later than 3 hours prior 
to the dispatch hour 

Participants submit ene^ supply and dem and bids to the PX (bids are resource 
specific and are ttbitive to Dav-Ahead Final Schedules). 

iiitiMilll 

FX calculates mtdeet clearing piices and quantities, and detennmes Preened 
Schedules. 

Not later than 2 hours prior 
to the dispatch hour 

Participanu submit Schedile Adjuitment Bids and Ancillary Services Bids to the 
PX, which in ton, submits the Preferred Schedules, Schedule Adjustmerrt Bids, 
and Ancillarv Services Bids to the ISO. 

Not later than 1 hour prior 
todi^tshbour 

ISO performs congeatian management and conducts its Ancillary Services auction. 
ISO provides PX and other SCs with Final Hour-Ahead Schedules, including 
schedules for Ancillaiy Services, and final Usage Charge rates. PX, in turn, 
transmits this information to its PaiticiDants. 

Prim- to disoatch hour 





Participants provide Sigtplemental Energy Bids to the PX and other SCs. | 


PX and other SCs aubm it Suj^lemental Energy Bids to the ISO far use in the real- j 
time market 1 


Tatget limetible; actual perfonnnca vaiies depending on ciicumttances. 
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Bidding in multiple markets 

Most participants will be eligible to bid in several of the inaricets. The exact sequence of bids 
and responses afi^ts how they win do so. Prior to dteir 7 a-m. day-ahead bids, genoators 
must make an approximate decision djout the split between t^at they want to offe in tte 
day-ahead and Ancillary Services markets. Bids in the day-ahead energy marlmt are accepted 
before bids in the AS market ne«l to be placed. If generaton want to offer a lar^ quantity in 
any AS market, toey must offer a smaller quantity in the day-ahead market. They can 
implement this ditecdy, or they can offer the smaller quantity at "reasonable" prices, and flien 
offw the rest at very hi^ prices. Oice die day-ahead market results are reveal^ at 7:15 a.m., 
die generators know how much capacity they can offer to the AS markets. 

The mediod the ISO uses for sequmcing die four AS markets also is important. Genwators 
can bid simultaneously in all four markets, according to the following hierandiy: 

> Regulation 

> Spinnmg reserves 

> Non-s|^ing reserves 

> Replacement reserves. 

The ISO resolves the four markets in order. Any bid in a lower numbered market tiiat is not 
accepted is autrnnaticaily assumed to be a bid in the higher numbered markets. In this way, 
die generator does not have to enter separate bids in each market, and the same MW of 
physical capacity can be entered shnultaneously into ail four markets. If some of the MW 
are not purchased in the spinning reserves market, for example, they are automatically offered 
to serve the non-spinning or replacement reserves markets. Thus, unlike the choice betwerai 
day-ahead and Ancillary Services markets, participants do not need to decide in detail to 
which AS market they would like to offer, except insofar as their units are physically 
constrained to one or another market. 

This ability to bid well above die predicted market clearing rendera problematic die 
interpretation of die "quantity" a participant bids into die market For example, the IS(7s 
motion requesting a stay of the F^Cs June 30 and Ally 10 orders states (p 25): 

Moreover, the Ancillsiy Services laiifcets are abtidy depressed by the bidding niles that 
govern the UliUty Distribution Ctanpantes. They most dm bid their available generation into 
the Power Qwhange. They are not to hold it out for the Aneillaiy Services suctions and 

can participate in those auctians cniy if and to the extent that their bids are not accepted by 
the Power Exchange. 

This is technically correct but irrelevant By bidding a price of $250/MWh or higher for stane 
of its capacity, any participant including an lOU can be almost assured that die capacity wUl 
not be accept in the day-ahead RX market The cepacity will therefore be available for 
bidding in later maikets, including the Ancillary Services and real-time markets. Of course, if 
die lOU is limited to cost-based rates for Ancillary Services, it will probably prefer to sell in 
the energy maricets, but die choice is its own. In our analysis, we have gen«ally interpreted 
offers above S250/MWh as die participant's effectively wididrawing capacity above diat 
price from the day-ahead market 
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Markmt Parformanea 

During tiie period April 1 through August 11, 1998, the PX has successfiilly tun its day-ahead 
energy maiicet and published hourly market clearing prices and quantities every day. The 
hour-ahead maricat opened recently and is functioning properiy as well. The overall trends in 
the FX markets during this period are summarized below. 

Market Overview 

The California electricity market is enormous, representing approximately S22 billicm in 
annual revenues and 246,000 GWh of annual energy consumption, roughly 10% of flie total 
U.S. market. The three major investor-owned utilities (Southern Califomia Edison, Pacific 
Gas & Electric, and San Diego Gas & Electric) account for approximately 70% of the total 
Califomia electricity maricet on an energy consumption basis, with tiie balance of flie maricet 
served by municipal and governmental entities. Since the market opened, die PX share of die 
restructured California electricity market has been approximately 88%. 

PX Participants include investor-owned utilities. Federal and municipal entities, independent 
power poducos, and power marketers, fimn both within and outside California. Th«e are 
approximately 45 Participants certified to trade in the PX markets, with about 35 
Participants active in the markets on any given day. hi addition, there are about 20 entities 
currently in the certification process. As a result of generation divestiture, the California 
lOUs’ share of the PX supply market has declined from about 93% in the early months of 
die market to about 85% in luiy.^ On the demand side, the California ICHJs are the dominant 
players widiin the PX, representing about 95% of the load in the day-ahead energy market. 

Demand 

While population and economic activity are major underlying factors determining demand for 
electricity, weather is the primary determinant of seasonal and daily variations in load. 
Temperature patterns and deviations fiom the expected seasonal trends diroughout die 
Western System are important fix the Califiimia maricet. California and the inland Southwest 
have desert climates widi substantial air conditioning load, whereas the Nordiwest and 
Northern Rockies have more moderate summer temperatures, but higher heating loads in die 
winter. 

Temperatures throughout the region during April were mild and continued moderate through 
May and June. As a result air conditioning loads in the California market were somewhat 
lower than average. Temperatures in the Northwest were also below average widi more 
heating degree days in April, May and June than normal, thus increasing nighttime heating 
requirements. In late June and early July, temperatures began to increase somewhat and 


’ These percentages are fcr generation Wd by the lOUs. Much of this generation is ocmed by otter parties and 
bid in at a zero price under provisicgii such as those for qualifying facilities. 
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finally gave way to hi^ temperatures in mid-My through early August. Electricity demand 
in late July and early August was up throughout the region, in some cases to record levels. 
Since diis heat wave had an impact cat the Souftwest and the Northwest as well as on 
Califcania, demand increased throughout die region. 

Table 2 shows mcmthly information on FX market clearing quantities. As erqtected, die 
difference betwera the maximum hourly and minimum hourly clearing quantities has 
significantly increased since die S[mng, from about 10,000 MW to 18,000 MW, thereby 
increasing the need for peaking resources. 


Table 2 PX Market Clearing Quantities 


Mimth 

Maxfannm 
Hottriy MCQ 
(Mecawatts) 

Minimum 
Hourly MCQ 
(Megawatts) 

Average 

Hoiiri^MO^ 

(Megawatts) 

April 

24.847 

14,657 

19514 

May 

23,007 

14,542 

19,050 

June 

28,499 

15,683 

21,398 

July 

33,774 

16,993 

25,393 

August* 

36,376 

18,075 

26,784 


•As of August 11. 

Supply 

Generation capacity in the Western region is ample, with total generation in excess of peak 
demands. The Western configuration is ftntuitous with winter heavy load in tiio Northwest 
and Northern Rockies counterbalancing heavy summer loads in California and the Southwest. 
Because of the importance of die seasonal north to south interregional flows, transmission 
curtailments or de-ratings on the Pacific interties can have an impact on generation supply to 
die California market Similarly, unit outages, either scheduled for maintenance or unplanned, 
affect supply availability and thus prices in die California market 

Supply cemditions were generally robust during the April through mid-July period. Hydro 
generation conditions in the Northwest have been generally good, with moderate impacts 
fimn spill requirements associated with salmon restoration efforts. Nortfaem California 
hydroelectric generation has been abundant as die result of higher than usual snow pack and 
moderate temperatures. 

Pacific Intertie curtailments limiting the flow of power to Califoraia in July, coupled with 
hydro generation concents in the Northwest in lata July, contributed to upward price 
pressures during diis period. Since late July, extreme temperatures in die Southwest and 
Northwest combined widi forced outages at key plants, pushed peak prices upward and led 
to voluntary load curtailments in several hours. 
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Power plant divestitures have also had an anpact on the supply picture. Since tile opening of 
the market, the California IfXJs have divested approxiniateiy 12,000 MW of goieration 
resources, mostly nature gas-fired plants. Four separate ccanpanies acquired tiie majority of 
tills capacity and are now actively bidding tiiese resources into the California market and 
otiier markets in tiie western states, as discussed in Section IV. 

Regulatory Must-Take (RMT) generation is another important ftctor in the PX market 
RMT resources, which include nuclear unite. Qualifying Facilities, and run-of-tiie-river 
hydro, are bid into the PX at SO/MWh to ensure titeir selection in the auction process. Otiier 
resources, which may not be classified as RMT but which may fc»' operational reasons want 
to be assured of bdng dispatched, may also bid into the PX at $0/MWh. These rescwrces 
typically account f(x approximately 20,000 MW of capacity. At tower demmid levels, these 
resources can set the market clearing price at zero, as happ«ied in many hours in May and 
early June. As demand levels inneased in July and August coal units and natural gas unite 
determined tiie market clearing price. 

For example, in June, average houriy PX demand was 21,400 MWh, while the average hourly 
quantity of gen«ation bid into the PX at zero price was 19,600 MWh, or 92% of PX market 
demand. In July, average houriy demand increased to 23,400 MWh, while tiie quantity of 
zero price generation bids was 19,800 MWh, or 78% of PX demand. In August tile fiaction 
of zero price generation bids decreased to 73% of PX demand. As expected, the percentage 
of zero price energy bid into tiie PX relative to total PX demand is higher in the off-peak 
periods and lower in the on-peak periods. See Figure 1. 

Figure 1 Zero Priced Bids vs Total PX Market CUaring Quantity, July 1998 



The implicaticm of tiie high volumes of zero priced bids is tiiat the enetgy maikets ate 
"thinner" than titey first appear. For example, suppose enagy demand is 30,000 MW, zero 
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bids are 20,000 MW, and one firm controls 3,000 MW of gas-fired opacity. It is more 
accurate to view Ibis firm as having capacity equal to 30% of die price setting portion of the 
supply base, rather tfian 10% of tiie overall market. 

Prices 

The foliowng discussion of PX market prices covers tiie period April t through August 1 1, 
1998, and concerns PX unconstrained market clearing prices. The impact of transmission 
congestion on ttie uncmsfrained market clearing prices is discussed in a subsequent section. 

We can roughly divide tiie period since the market opening into S]ning (April, May, June), 
and July/August. Bduvior of prices during tiie two periods was (fistinctiy different. Table 3 
summarizes tiie prices each month and shows the large rise fiom June to July. 


Table 3 Unconstnined PX Market Oeaihig Prices (S/MWh) 


Month 

Minimnin 

Muimom 

Average 

Average 
Hours 7-22 
(on peak) 

Average 

Off-Peak 

hoars 

April 

0.00 

36.74 

22.64 

25.54 

17.33 


0.00 

37.37 

11,63 

16.43 

6.18 

June 

0.00 

38.02 

12.09 

16.94 

5.21 

Julv 

0.00 

131.10 

32.42 

41.08 

21,49 


6.79 

163.01 

43.13 

60.93 

25.30 


• Through .August 11. 


In April, the PX average hourly price was about S23/MWh, with hourly prices varying 
during tiie montii ftom a low of 350/MWh for three hours, to a high of itiiout $37/MWh, as 
shown in Table 3. hi May and June, average hourly prices fell significantly fiom the April 
level, to about $12/MWh, due to moderate demand caused by mild temperatures and 
substantial hydro availability in Nortiiem Califcania. The market clearing price was $0/MWh 
for 43 hours in May and 87 hours in June. 

Prices began to rise in mid-July as summer temperatures developed and demand levels rose. 
The PX hourly average price rose to S32/MWh in July and S43/MWh in August, witii natural 
gas units setting tiie market-clearing price in most hours. Peak prices rose significantiy as 
much of the West went tiirougfa a severe heat wave witii several control areas in Califoniia 
reporting all-time record loads. The maximum hourly price rose to S15 1/MWh in July and 
$l63/MWh in August. In addition, zero prices virtually disappeared, wMi only nine hours of 
zero ixices in July and no hours of zero prices in August so ftr. 

Figure 2 is a price duration curve that shows the percmitage of time that prices exceeded a 
particular level. The lower curve is fix the period April 1 through June 30 while the upper 
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one is for die higher demand period of My 1 ttirougb August 11, and illustrates die dramatic 
change between the poiods. As idiown in Figure 2, the maximum price through June did not 
exceed S40/MWh and ^ce was zero about 6 percent of die time. In July-August, however, 
prices were above S4Q/MWh about 25% of the time, and {»ice was zero only briefly. 

Figure 2 Compajiaan of Price-Duratimi Curves 



Pareunt of timo Prtoo Is Exessdod 


Price volatility 

Figure 3 shows die relationship between the PX maricet clearing price and quantity for die 
period April I through June 30, 1998. As shown, die maximum hourly quantity was less than 
30,000 MWh throughout the three month period and the maximum price less than $40/KfWh, 
and there wwe significant variations in price for a givoi quantity. Figure 4 presents equivalent 
infimnation for the period July 1 dirough August 1 1, 1998. It shows that the shape of die 
price-quantity relationship changed significantiy as maricet clearing quantities (MCQ) exceed 
30,000 MWh, as average prices rise steeply with market quantity above 30,000. 
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Figim 3 Market Oearing Price and Quantity for die Period April 1 - June 30 
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Hourly MCQ(MWh) 


Fipire 4 Market dealing Price and Quantity for the Period July l-Augmt 11 
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Congestion 

Congestion on tbe major transmission paths has incrmed as electricity demand levels have 
increased. Table 4 shows the number of hours of congestion on the major transmission paths, 
while Table 5 shows the resulting impact of such congestion on the PX unconstrained market 
clearing prices. 


Table 4 Congestlmt charges 


Month 

Transmission 

Path 

Number of 
Hours 
Congested 

ISO Transmission Usage Charges | 
fVMWhl ! 

1 

Minimum 

Avenuie 

Maximum I 

April 

So. Calif- No. Calif 

0 

0.00 

0,00 

0.00 1 


Calif- Oregon 

1 

4.14 

4.14 

4.14 


Calif- NOB 

3 

250.00 

250.00 

250.00 


Calif- Arizona 

0 

0.00 

0.00 

0.00 1 





iww 

So. CaUf- No. Calif 

0 

0.00 

. 0.00 



Calif- Oregon 

131 

0.10 

9.34 

50.00 


Calif- NOB 

127 

0.01 

40.80 

250.00 


Calif- Arizona 

0 

0.00 

0.00 

0.00 

fiiSW.iiSUIMrtUW 


awssfisetsssBss 



June 

So. Calif- No. Calif 

59 

0.14 

3.65 

25.90 


Calif- Oregon 

119 

0.02 

4.71 

1430 


Calif- NOB 

82 

0.01 

2.91 

12.51 


Calif - Arizona 

0 

0.00 

0.00 

0.00 






So. Calif- No. Calif 

$2 

0.02 

12.45 

76.25 


Calif - Oregon 

199 

1.01 

17.78 

58.01 


Calif- NOB 

95 

0.01 

11.51 

11.51 


Calif - Arizona 

IIIIIIIIIIIIIQIIII^^ 

0.00 

0.00 

0.00 

[{■■■■insiM 






August* 

So. Calif- No. Calif 

35 

0.70 

9.55 

23,60 j 


Calif- Oregon 

23 



3.94 


Calif- NOB 

7 

1.87 

27.91 

80.86 1 


Calif - Arizona 

0 

0.00 

0.00 

0.00 i 


• As of August 7. 


In April and May, there was no congestimt on the main Inuismissimi link between northern 
and southern California (Path 15, linking zones NP15 and SP15). In June and July, 
congestion on this path occurred in a total of 121 hours, or 8% of the time. On the 
Califomia-Oregon Intertie (Northwest 1 ), one of two major trannnission links between 
California and the Northwest congestion occurred in only one hour during A|nil. In May 
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ftrou^ July, however, congestion on this path occurred an average of 150 hours per month. 
On die Califomia-NOB link, die ofter major transmission link to the Northwest, congestion 
occurred in only toee hours in April, and an average of 100 hours per mondi during May 
through July. There was no congestion between California and Arizona. 

TTie vast majority of electricity demand in Califixnia occurs in Zones NP15 and SP 15, 
Norttiem and Soudiem California respectively. As a result of ccmgesticni, the average FX 
unccmstrained market clearing price in NP 15 increased an average of $l/MWh during the 
c(»gested hours in die period May through July. During this same poiod, die average 
unconstrained {nice in SP 1 5 increased approxunately $2/MWh during die congested hours. 


Table S Average Price Inqwct on NP15 and SP15 Due to Coi^estton 


Month 

Price Impact 
Hours 


Avenge Brice 
Impact in SP15 
($/MWh) 

Average Price 
Impact in NP15 
(S/MWh) 

April 

0 

n/a 

n/a 

n/a 

May 

162 

16.85 

1.86 

1.86 

mmmm 

150 

21.84 

IZO 

0.80 

My 

199 

42.28 

2.75 

0.43 


6g 

48.49 

-1.41 

2.18 


• As of August 7. 


Comparison with bilateral markets 

The FX regularly compares its day>ahead energy market prices widi those occurring in 
bilateral markets, as shown in Table 6^. Such comparisons must be viewed caiefiiUy since the 
PX prices are derived Sxxn individual hourly auctions, whereas bilateral market prices 
represent a relatively small volume of energy traded in aggregate on-peak and off-peak blocks, 
and are determined based on a survey of market participants. Nonetheless, die compariscms 
are tracked closely by die PX. The two primary hubs for bilateral trades in the Califinnia 
maiket are at the Califomia/Oregon border (COB) and at the Caliibtnia/Arizcsia border (Palo 
Verde). 


“ Source of bilateral maiitet prices: Eiargy Market Report 
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Table 6 Comparison of PX Unconstrained Prices with Bilateral Market Prices 

^/MWh) 


Qn-Peak Off-Peak 


{Month 

PX 

IB 

ISSiEiHH 

Hi 

9 

sssni 

25.54 

Emm 




14.96 


16.43 

14.82 

19.62 




i!SII 

16.94 

15.65 

20.68 


5.97 



!TE11 


43.81 

ipEa 

17.02 

17.48 


60.93 

- 1»-31 

55.44 


27.91 

MM 


* As of August II. 


Compaiison witti real-time prices 

As shown in Table 7, PX average hourly prices have been slightly above ISO real-time prices, 
aldiough real-time prices have been more volatile, as would be expected. During the period 
April 1 through August 1 1, the PX average hourly price has been $21 .67/MWh with a 
standard deviation of $18.80/MWh, while the average ISO real-time price has been 
S18.29/MWh with a standard deviation of S23.62/MWh. 

Table 7 Comparison of PX Unconstrained Market and ISO Real-Time Prices (S/MTWh) 


Month 





April j 

22.64 

20.49 

6.56 

11.26 

May 1 

11.63 

1 9.33 

7.68 

10.40 

Jfune 1 

12.09 

i 8.36 

9.36 

10.91 

i 

32.42 

27.83 

20,71 

29.69 


43.13 

42.61 { 

34.97 

48.75 


As of August 11. 


PX Hour-Ahead Market 

The PX hour-ahead market has been in operation only a couple of weeks and has had low 
volumes during this initial period. Prices have eidiibited significant volatility, as expected and 
as does the real-time market. The transaction volume in the houi^ahead market will likely 
increase as market participants gain additioial etqterience with its operation. 


IV. Behavior of the key participants in the markets 

In tills section we describe and analyze the behavior of the most relevant generating 
companies. These companies own or at least control gas-fired generating units. Their units 
play a crucial role since tiiey provide about 17,000 MW of gas-fired capacity, which comes 
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into play as demand rises above die level that can be met by baseload units. During the 
afternoon hours in July the zero-bid capacity, mainly from utilities, was greater dian 20,000 
MW while total demand was between 29,000 and 3 J,00OMW. (See the discussion of 
regulatory must-take in Seodmi ni.) Therefbie units of the "key pardcipants" should 
genwally be at or near the margin and always [day a role in determining the maricet-clearing 
price during these hours. Our analysis, below, of the frequency with which particular 
participants comprise die marginal supply supports this characterization. 

By examining die behaviw of these generators we hope to understand bettw die behavior of 
prices in individual markets as well as the issue of spillovers from one market to the next 

We have limited our detailed analysis to ten weekdays in July; July 6-10 and July 27-31. 
During the first of these weeks. Ancillary Services prices were not capped, and Replacement 
Reserve prices reached $5000 per MW for 3 hours. Doting the July 27-31 period. Ancillary 
Services prices were capped at $250 per MW. Three of the four Ancillary Services miukets 
hit this cap during some hours of the week. We examined the hours from 12 to 20 (1 1 am. to 
8 pm .) each day. These are die hours with die highest demands and highest prices in bodi 
Ancillary Services and energy markets. 


Summary of tho koy partkslpmto 

Nameplate capacity of the main gas-fired plant operators is displayed in Table 8. The first 
four owners are new participants in die Caiifomia market who purchased plants from the 
lOUs. The last two owners are Investor-Owned Utilities (lOUs). This table does not include 
280 MW of combustion turbines owned by SIX3&E, 280 MW of gas units owned by 
Thermo Ecotek, and various non-gas units. The table also does not include out-of-state 
participants, who may at times provide significant energy. Hydro units can also play a role in 
determining prices, particularly the 1200MW of pumped hydro owned by PG&E. 


Table 8 Ownership and size of bitemiediate gas units 


Owner 

Abbreviation 

Capacity (MW) 

Share 

AES (Williams) 

WESC 

3956 

23% 

Houston Industries 

NES 

3776 

22% 

NRG Energy/Destec 

ECI 

1550 

9% 

Duke Energy 

DETM 

2645 

16% 

Sum of these four 

Independents 

12,200 

70% 

PG&E 

PGPG 

3488 

20% 

San Ihego Gas & Elec. 

SDGE 

1644 

10% 

Total 


17,100 

100% 


Source; PX data. 
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Hypoth0a0s concamlng bahavlor of kay participanta 

If a generalor wwb acting like a perfect price taker, we would etcpect it to bid each hour widt a 
supply curve approximately equal to the marginal generating cost up to the capacity of its 
units. For example, with delivered gas prices now about £3 per MMBtu, a genmtor wifli a 
heat rate of 10,000 Btu/kwh would bid slightly above $30 per MWh. Prices would rise above 
the $30 level wheneva- total danand, including Ancillary Services demand, exceeded the 
capacity of baseioad (zero bid price) plus gas units. At these times, gas turbines and oth«r 
special technologies would coffipise the marginal supply and, togetfier wifc demand, jointly 
determine die price. A unit with a marginal running cost of S30/MWh would then receive 
contributions to fixed costs wheneva prices are above $30 for any reason. 

We consider this die "competitive behavior model." Another important tilribute of this 
model is that die quantity offered by each generator should add up to its capacity. But during 
the two July weeks we examined, the bidding of the key pardcipants did not alwB)^ fit diis 
ccxnpetitive behavior model. Ihe fims behaved rather differendy fiom each odier, but only a 
few followed the {xedictions of the crmpetitive model just sketched. 

The behavior of the six key participants in the PX day-ahead market in July departed in two 
main ways fixxn the competitive model. First, they almost never bid to supply their entire 
generating capacity in die PX market. Second, they often bid capacity at prices well above 
$30/MWh. In fiict some firms bid smne of their capacity at prices above $100/MWb during 
some hours. 

For any given generating company and hour, there are at least five possible explanations why 
its bid quantity in the PX day-ahead market mi^t total less than its capacity. They are; 

• The participant expects one or more units to be unavailable. 

• It has a bilateral contract to sell energy. 

• It planned to sell capacity in one of the ISO markets. (Recall that the bids for the PX day- 
ahead market must be placed before bids in the Ancillary Services and other markets.) 

• The participant is trying to posh prices up. 

• The participant hopes that by not bidding a unit it will be called as a Reliability Must 
Run unit and it will receive a higher price than it would have received in a competidve 
maricet 

With these explanations in mind, plus the default hypodiesis of competitive behavior, we 
examined die bdiavior of each key participant during the hours fiom 12 to 20 in die wedks of 
July 6-10 and 27-31. Unfortunately we h^ very little infoimation about the first two 
eiqilanations: unit availability and bilateral arntracts. This limits the inferoices we can draw. 

Obaarvad bahavlor of pardelpanta 

Different participants followed different patterns of bidding during the ten days and 90 hours 
we mcamined in detail. Several appeared to be pure price-takers. They bid a flat supply curve 
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at a price approsdmately equal to the marginal coat of a gas-feed unit Otiiers used very 
elaborate bid curves ftat varied by hour and day. Not surprisingly, the latter were often the 
marginal price set^. 

Some of die more elabcrats bidding mechanisms used at different times by different 
participants included the following; 

• Finely differentiated upward slo|mg supply curve. 

• Hour to hour changes in die supply curve, shifting die curve to die left (less mergy offered 
at a given price) at times i^en prices were likely to be higher. 

• Day to day dianges in die supply curve. 

• Extensive bidding in Ancillary Services markets. 

• Apparent adjusting of Ancillary Services and supplemental energy (rwl time) offers in 
re^xnise to sales in die day-ahead market. 

We empfaasiK that widiout a fell econometric model to explain bidding behavior — one that 
accounts appropriately for exogenous fectors and individual units - and mcae data, we cannot 
draw firm conclusions fiom this examination. In particular, we cannot easily tel! idiether a 
given participant is "withholding" some of its capacity to force prices up or to induce the ISO 
to call a unit for Reliability Must Run status. Recall, specifically, the gaps in wir data m 
bilatoai contracts. Thus although we often observed l6c-market offers and sales significantly 
below nameplate capacity, at diis point no definite inferences can be drawn. 

Our limited examination of bidding behavior, however, does provide considerable suggestive 
evidence that the eno'gy markets are at times thin and not folly competitive. Therefore, any 
actions taken by the ISO to improve die Ancillary Services markets should be careblly 
scrutinized to be sure they do not adversely affect the energy markets. This is especially 
important since the volumes of the energy markets are about ten times larger than the 
volumes in the Ancillary Services markets. 

It is also possible to over-offer capacity. That is, a participant can make AS bids by 9AM 
arch that AS bids plus day-ahead sales exceed its capacity. For example, one aftemooi a 
participant sold 80 percent of its capacity in the day-ahead market; and then bid SO percent 
of its capacity in die AS maricets. Because of its supply curve (bid prices) about half its 
Ancillary Services bids were purchased. This led to total commitmmits of 106% of its 
crqucity. There is nothing necessarily wrong with this if the participant is wdlling to "buy 
back" its day-ahead energy sales in the hourly, real-time, or bilateral mariiets. 

Who dotormlnod prfcM? 

Since we have data on individual supply curves (bids), we can engage m some sensitivity 
analysis to detmmine which participants had the most effect on [xices. In essence we ask the 
question, “At the actual [xice-quantity intersections in the marketplace, which firms were the 
ones with the most poww to alter price by altering their bids?” We estimated this by lodcing 
at the incrementai supply curve of die marginal firms, recognizing diat several finns might be 
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on die margin to different degrees in the same hour. This gave us a measure “percent of 
incremental energy ftom participant x.” In a perfectly competitive market wift six identical 
participants, we would mqtect that each participant would provide approximately 17% of the 
incremental energy. We interpret a disproportionate share of one firm as meaning that it had a 
larger opportunity to influence prices. Whedier such finns used that opportunity is a 
separate matter. 

We examined file incremoital firms over file period July 1 to August 10. Only “iugb priced 
hours,” i.e. fiiose over $7J/MWh, were included in the calcuiatimi. There were 70 such hours. 
Of the approximately 30 sellers in the market, only four were important on file margin during 
these 70 hours. Not surprisingly in light of the differences in bidding behavior discussed 
above, we found substantial differences in who was on the margin at diffo'ent prices. At 
juices fiom S7S to SlOO/MWh, incremental supply was divided rafiiH' evenly among fixir 
firms, with two of the six key participants almost never on the margin. At juices between 
$100 and $12$, one firm was dominant with about three quartern of tile incremental en«gy. 
When the price was above S12S, a difihrent firm was dominant with about three quarters of 
the incremental energy.^ 

We ctuichide from these share numbers that at certain levels in fiie aggregate supply curve, a 
very small number of firms had file effective ability to determine the prices. In essence they 
dominate a horizontal slice of the aggregate sujiply curve, and other firms have vertical 
supply curves in those juice regions, or bid all fiieir cajracity at lower prices. At other levels, 
many firms are bidding with slojted supply curves, and no one firm dominates. The Market 
Monitoring Committee is concerned about market concentration issues, and will monitor it 
closely in the future. 


V. Interactions between PX and ISO markets 

The prices in three ISO Ancillary Services markets and in the PX Day-ahead market are 
shown in Figure 5, for hours 12 to 20 on tire ten weekdays we studied. All prices are shown 
on the same scale, whidi illustrates the wide variations among markets snd over time. 
Corresponding quantities are shown in Figure 6 . We show Ancillary Services prices and 
quantities only for the SP15 region, which is the largest demand region and was moderately 
more subject to high prices than NPl J, As flte graphs show, different msricets had high prices 
on different days. For example, in the energy market, during fliese ten days prices esreeeded 
SlOO/MWh only on Tuesday July 28. That day, non-spinning reserve and teplacemeol 
reserve hit fiieir caps of S250/MW, while file price for spinning reserve was about $10. 


We took 90rt of the cuiginai MCFs and calculated the genention fiom each ^cijwit at this price and at 
the actual MCP. The Terence we considered that finn'i incremental genemlion. This number divided by tcSal 
incremental genetalitm was share for that piitieipant in that hoar. We then tot* the wei^iW average share 

tor a participant acrosa all hours in the price nnge, uiing the houtaf total increments as the weigWa. There were 
42 hours with prices between $75 and $100, 14 houn between $100 ind$12S, and 14 houts over $125. 
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One hypothesis about prices in fliese markets is that jumps in the Ancillary Services maiket 
prices are due to increases in capacity being used to serve the PX markets, leaving liWe 
capacity for Ancillary Services..’ During flte second week we examined, the S250/MW caps 
wwe binding in many hours. We do not have access to die films' supply curves in the 
Ancillary Services markets, but our examination of file data rat the PX «»ergy markets does 
not suggest fcat file $250/MW caps were hit because of any widespread withdrawal of 
capacity from the Ancillary Services markets in an effort to provide mc»e to file PX market. 

Our examinatimi of individual participants' sales in the PX and ISO markets reveals that seme 
of them adjust their 9:30 am. bids in the Ancillsry Sovices markets based on vdiat tfiey sold 
in the 7:15 a.m. day-ahead maiket This is an attempt to make sure thst capacity not selected 
m file day-ahead auctimi doea not sit idle. To the extent this occurs, it helps equilibrate prices 
in the different markets. In principle such behavior does create a tradeoff between file two 
markets; more sold in one makes less available to the other. However the effect if it exists, is 
weak. 

We intend to study this issue further as more data become available. Prices in Ancillary 
Services and in energy markets have risen recently, and there is no reasmt to believe that the 
late-July Ancillary Services prices are stable or representative of fiieir long-hsm bdiavior. 

Comparing Prieaa; Raaarvaa an Opttona 

Another way to compare the various markets is to examine the profit-making opportunities 
in each one. If participants are rational, can sell capacity in any market; and have low 
transactions costs, we would expect prices to equilibrate across maricets. More precisely, in 
equilibrium the expected profits fiom allocating the last MW of capacity to all markets 
should be equal. Participants should move capacity fiom one market to another until this 
condition holds; until then there would be opportunities to profit fiom arbitrage across file 
markets. Casual observation of Figure 3 suggests that prices are far fiom fills equilibrium. 
Although energy prices seem to follow a regular pattern. Ancillary Services prices diange by 
an order of magnitude from each oflter, fiom day to day, and even fiom hour to hour. 

Spinning, non-spinning and replacement reserves are all theoretically call optiems that file ISO 
is purchasing. T^ey give the ISO the ri^t to buy energy on a few minutes notice, if it is 
n^ed to respond to a ctmtingency. The payments made by the ISO for reserves are per 
MW of capacity, and are the cost of buying the optioas. When fiiese reserves are called upon 
by the ISO, there is also an energy payment per MWh, at the real-time price.® 


’ Recall fiiat AnctUaiy Services bi<ls are made after day-ahead energy bids have been resolved. Iheieftae, the 
energy sales natter mote than the eneigy maikec bids. 

* Siqiplieis are requited to include an energy bid with each capacity bid fiiey sutnnit in the reserves mstlcets. Inn 
the aneigy payntents they leceive if they ate celled to provide meify are based on the ISO’s lesl-tinie imbalance 
price. They are rally called if the real-tim e price is at or higher than their energy tad This means that the actua! 
“strike" price U eqial to rar higher than the energy price submitted by the proviitet. 
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when, for example, flie price of reserves is at S250/MW, this option character of reserves has 
two ctmsequences. Fitsf the intderlying commodity (eneigy) has consistently been dieaper 
than the call option, hereby in principle creating an arbitrage opportunity. Second, when 
deciding how much to offer in each maricet, participants will nuke more profit by selling 
reserves at S250 per MW than by selling energy, even if the energy price reached $250 per 
MWh. The value of selling a MW as reserves is the etqiected reserve price plus the etqtecled 
value of real time price minus marginal running cost. For example, if the reserves price is 
S200/MW and there is a 40% chance ofbeing called to deliver at a SlOO/MWh ejqjected Real 
Time price, toe expected revenue is toe same as selling in the energy market at $240/MWh. 
The reserve contract gives about the same profit as an energy price of $258 (if the marginal 
generating cost is S30/MWh). 

The maximum price in the PX day-ahead energy market has been about $160/MWh while 
Ancillary Services prices have often reached toe ISO cap of $250/MW. The ^ce of reserves 
has exceeded toe energy price in many peak hours. Table 9 shows the porcentage of hours 
toat toe price fcx each reserve service was h^er than toe PX day-ahead energy price in early 
August Most of the weekday afternoons bad such relative prices. The reserve prices 
Bvaaged close to $250/MW, because toey were usually hitting the ISO's price cap. During 
such hours, in principle the ISO could have purchased energy and "thrown it away" more 
(toeaply toan buying toe Ancillary Service. 

Table 9 also shows the average day-ahead reserves price (option cost) and the real-time ISO 
energy price (exercise price for the option) during these htgh-pticed hours. To calculate toe 
total payment made to a Supplier who is called upon for reserves, one has to add the cost of 
toe option (capacity payment) to toe cost of energy when it is called during the afiected 
hours. For example the first column shows toe relevant prices for spiiming reserves. 
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Table 9 Comparbon of Kevenues from t MW In PX and Reserve Markets 


Augmst 1 - 12, 1998 

Spinning 

Reserve 

Non- 

spfauiing 

Reserve 

Re^ce 

-nwnt 

Reserve 

Pwcentage of Hours that Reserve Price Exceeded PX 
Price 

28% 

20% 

23% 

Average PX Price During Such Hours (S/MWh) 

63 

90 

91 

Average Reserve Price During Such Hours ($/MW) 

238 

249 


Average Real-Time Price During Such Hours (S/MWh) 

72 

108 

III 

Payment Above PX if Called for Capacity Reserve 
Only (S/MW) 

173 

159 

147 

Payment Above PX When Also Called for Energy fin- 
Mltour(SMWh) 

247 

266 

258 


As shown in Table 9, the average payment to spinning reserve suppliers in these hours was 
$310/MWh ($238 + $72). The PX average energy price during the same hours was only 
S63/MWh. Thus, sippliers of spinning reserve energy received an av«age payment that was 
$247/MWh above fte average PX price ($310 - $63). Even suppliers who were not called 
upon to provide energy received payments that were $175/MW above flie average PX price. 
In a nnoothly functioning group of markets, suppliers should have recognized that they could 
make significantly greater profits providing spinning reserves compared to bidding in the PX 
market during these on-peak hours. 

Arbitrage should have eliminated die diffbrential profit opportunities. It is apparent that the 
markets for .Ancillary Services are not in equilibrium with the energy market Periiaps 
because there are too few players in the Ancillary Services markets, the paradoxical price 
inversion persists. 

If die cost of buying reserve services is higher than the cost of energy itself the same hour, die 
ISO would be better ofiTbuying energy in the PX day-ahead market to meet its reserve 
requirements. The ISO could even sell such energy to outside control areas at zero prices on 
the condition that it could be called back to meet ISO’s reliability requirements - in essence 
exploiting die arbitrage opportunity between the option and the commodity. This might 
cause PX prices to increase, but as reserve prices dropped to equilibrium widi the PX maricet, 
capacity would shift toward the PX maricet, diereby compensating for the ISO's purchases in 
the market. An entrepreneurial firm could also take advantage of this arbitrage strategy and 
keep die profits itself. 


VI. Concluding Obsorvatlons 

Based on the infonnadon gadiered and the study undertaken to date, the Ccnunittee has a 
number of concluding observations to offer. Befcxe we present them, however, it is 
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important to emphasize fte Cammittes's strong belief ftat competitive and efBcient maikets 
can set prices tuid determine quantities fiir electricity in CaUfomia. Although maiket 
experience to date indicates ttie desirability of adjusting some of the current structures and 
procedures, this does not weaken our belief that properly designed and fonctioning markets 
can do the job. The main goal should be to make long-term changes diat will remedy the 
current deficiencies. But we recognize that die market effects of some defects may be so 
severe that temporary intwventions are required. It is important, however, to take all steps 
possiltle to ensure that short-ttem achons do not impede long-term effectiveness of die 
maikets. 

We turn now te more specific observations about the FX energy maikets and their relatkm to 
die ISCfs ancillary-sendees maikets. These ternaries are based <» our time-limited study 
concentrating on the performance of the PX market, the behaviors of key participants in tfiat 
market, and die interactions between die PX maritet and the ISO’s maikete for ancillary 
services. 

First, die PX Day-Ahead maricet has fimetioned smoodily since its inception in April. The 
Hour-Ahead maiket is too new to analyze, diough we are crmcemed about how siov^y 
activity is developing there. The Day-Ahead market is large with a number of participants. 

It has, however, seen some very high prices during July and August. Our review of the data 
gives us some cause for concern about the ability of a small number of participants to affect 
prices at times of high demand. This is an area that we have been watohing and will continue 
to follow carefiiUy, particularly since hi^ prices m the PX market have a larger impact on 
the overall cost of electricity in California than do comparable Ancillary Services prices. 

Second, while high prices have been of concern in die PX Oay-.Ahead market, they have been 
of even more concern in some of the ISO’s Ancillary Services maikets. Indeed, the level of 
those prices gave rise to the ISO’s request to die FERC, which in turn led the FERC to call 
for this report. The very high Ancillary Services prices reflect an insufficiency of supply 
offers relative to demand at particular times, which can then bestow significant maiket power 
on the generators that provide ancillary services. The principal solution to this problon is 
die entry of new units and new participants into the ancillary services maikets. That is, 
insofar as the supply-side problem is structural in character, it requires a structural solution. 

Steps must be taken to encourage entry in the short and long run. Removing restrictions on 
who is allowed to participate in the various markets, as the ISO has recently done witii out- 
of-control-area generators, is one way to enhance entry in die near term. To die extent diat 
some loads can be reduced as fast as generators can ramp, encouraging demand-side bidding 
for ancillary services is another means to increase supply, peih^s even in die short term. 
Furthermore, Regulatory Must-Run contracts should be considered in the overall context of 
the provision of system resaves. The incentives in those contracts should be structured so 
diat owners of such units are not inefficiently induced to wididraw foxn the enagy market or 
the ancillary services maikets. 
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While supply-side development is essojiial to the Icaig-tenn success of the Ancillaiy Services 
markets, it is also important that flte ISOs demand fiw Ancillary Services be rational and 
responsive to economic incentives, while staying widiin tfte bounds of regulatory constraints 
and reliability objectives. The overall level and composition of ancillary services bought by 
the ISO ^ould be determined in an integrated and economic way. System security 
ccmstrainte should be met by procuring the least-cost mix of the sevwal ancillary services. For 
example, the ISO Aould be able to substitute among types of reserves w4i«i a more flexible 
type is available at a lower price. When enwgy prices ate below reserves prices, enagy too 
should be considered in the mix Furflietmore when some Ancillary Services' prices are very 
high, the ISO should continue to make the judgment to purchase less of fliem, as it apparentfy 
did for Replacement Reserves when the price would have reached S10,000 per MW. 

Third, fce current maiket problems are sufflcieatly severe that diey call fcr short-term 
interventiMi in the market, such as price caps. This will reduce deleterious market outcomes 
and provide "breadiing room" for the development and introductioa of long-term 
improvements. If generators in die Ancillary Services maitets have and exacise considerable 
market power in the short run it will induce inefficient bdavior that will spill over to die 
energy market. Since die Day-ahead energy maiket clears before Ancillary Services bids are 
submitted, a Arm wishing to bid in the Ancillary Services markets will have to ofier less 
capacity in the Day-ahead market. Altfaou^ most of the time such a bid might earn litfle, die 
prospect of a lottery-type win for a few hours in one or another of the reserve markets could 
suffice to make the strategy worthwhile. While w« eiqtect that prices would eventually 
equilibrate on average in die different markets, they would do so only widi considerable 
distortion among die various markets. Unit commitments and other decisions would be 
distorted by the inaccurate price signals. Furthermore, allowing the exercise of unbridled 
market power could lead to substandal wealth transfers and cause political pressure for le- 
teguladon, thereby undermining the possibility of having successful markets in the long term. 
In short, the Cmninittee is persuaded of the need for ^ort-teim maricet interventioas, 
perhaps in the form of price caps, to cope with serious, market-impairing structural 
problems. 

It is important, however, to minimize the long-term effects of any short-term interventioa 
that is made to cope with such maiket power. For example, the introductioa of price caps 
may impede future entry if potential entrants worry about the possible imposition of 
additional caps. The extenuating circumstancea justifying the intervention should be made 
clew and distinguished fixim the cndiiuuy course of market events in a well-fitncticaiing 
maiket, and die temporary character of the intervention should be onphasized. Maintaining 
die credibility of the market and its institutions is essential. 

The price cap level, if duit is the intervention chosen, must be carefully selected. The price 
cap needs to be set at a level that will provide the entry that we seek as the k»g-teim 
solution to die structural problem. Given the linkages among markets, a price cap imposed on 
one ancillary service maiket will have an effect on the othos and cm die several energy 
nuukets as well. A cap diat is too hi^ or too low may distort bdiavior in one of those 
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comptementBry maikets. In particular, in setting the price cap, and comparing it wMi energy 
prices, it is importmt to bear in mind diat Ancillary Services ^ve an option to buy «i«gy at 
die real-time price. 

Finally, aldtough die Committee believes that some short-term niadcet interventions, peIilf^>s 
in the form of {nipe caps, ate ap^priata, it believes that low, participant-specific price caps 
ccmsisting of cost-based rates for Ancillary S«vices are inai^priste. The cost-based -rate 
rules that are still in effiict fix- some pardcipants set the prices to diose supplms well below 
die [xices that generally clear the energy maricets during times of hi^ demand. Thus, if those 
cost-based rates are imposed on a participant, that agent has an incentive to not offer 
capacity to Ancillary Services and instead to sell all its capacity in one of die oiergy maricets. 
Aldtough this restrains prices in die energy markets, it does so at the cost of disuming the 
rignals ^ont die relative value of ancillary servicea and energy. With cost-based caps 
imposed on some participants, inefficient quantities are offered to die Ancillary Services 
maricets. This in turn could tead the ISO to resort to mandatory ordm to generators to 
provide such services and further distortioas of participant behavior and of prices. We 
reccanmend removing die cost-based rate caps diat remain in effect. 
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Docket No, ELOO-95-000, St al -3- 



On August 23, 2000, the Commission issued an order in Docket Nos. ELOO-95-000 and 
ELOO-98-000, initiating hearing proceedings under section 206 of the Federal Power Act (FPA) to 
address matteis affecting bulk power markrts and wholesale energy prices in California. ’ The 
Commission held the hearing in abeyance, however, pending the results of a separate staff fact-finding 
investigation, ordered by the Commission cn July 26, 2000, of the conditions in electric bulk power 
markets (including volatife price fluctuations) in various regions of the country. ^ The Commission has 
now had the opportunity to analyae Are staff investigation report (Staff Report) as it pertains to 
California and flie Western region, and has placed fliat report in the record of this proceeding. Based 
on that report, as wefl as other submissions in these dockets ^ and the Commission’s experience in 
dealir® with evolving Califcania market issues in over 85 Commission orders since flie time the 
restructured California markets began operation in 1998, and based on Are seriousness of market 
dysfuncAons and recent picing abnormalities in California, in fliis order Are Commissirm is proposing 
specific remedies to address dysfuncAons in California’s wholesale bulk power markets and to ensure 
just and reasonable wholesale power rates by public uAlily seBers in California 


The Commission finds in Aris order that Are electric market strudure and market rules firr 
wholesale sales of electric energy in California ate seriously flawed and Aiat Aiese structures and rules, 
in conjtmcAon wifli an imbalance of srqrply and demand in Calitomia, have caused, and conAnue to have 

the potential to cause, unjust and urrreasonable rates for short-term en ergy ( Day-Ahead Dav-o f. 

Ancill ary Services and real-time energy .sales) under certain condiAon^ . WMe this record dom not 
/Tsi^ortlndings of specific exercises of market power, and while we ate not able to teach definite 
/ / conclusions about Are acAons of individual sellers, Aiere is clear evidence Aiat Are California market 
I sAucture and rules provide Are opportunity for sellers to exercise market power when supply is fight 

! and can result in unjust and unre asonable rates under Ar e FPA [ Under such condiAcms, Are CornttAssio 
^is obEigtBd under ^A section 206 to take action to establish inaiket rules, n-gnhtinn-! and practices 
Aiat will ensure just and reasonable rates in the fiiti fe. '* A ccotdinalv. we herein propose fundament^ 


’San Diego Gas & Electric Cotryany, st al, 92 reRC H 61,172 (2000), reh'g pending (August 
23 Order). - 

^ See Order Directing .Staff InvesAgation, 92 FERC H 61,160 (2000) (July 26, 2000 Order), 

’in addiAon to Are Staff Report to Are Federal Energy Regulatory Commission on Western 
Markets and Are Causes of the Summer 2000 Price AbnormaliAes - - Part 1, November 1, 2000 (Staff 
Report), the Commission has placed in Are record Are transcript of Aie Comttussion's September 12, 
2000 public meeting in San Diego, California, wriAen submissions in response to that public conference, 
and all reports prepared by the ISO and PX and Aieir market surveillance committees. 

‘‘Under secAcm 206(a) of Are FPA, if Are Commission finds, after heating, that any rate, charge, 

(continued..) 
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modifications to the wholesale maiket stractuie and rules currently in place in California; we also 
propose price mitigation measures to ensure that wholesale tales remain just and reasonable during the 
period it will take to effectuate the market stracture and market rule changes being proposed Rates 
charged by public utilities for sales into the ISO's markets and into the PXs day-ah^ and hour-ahead 
markets will remain subject to fire refund conditions set forth in the August 23 order, as discussed mote 
fully below. ® 

hr developing the proposed remedies in this enter, the Commission's goal has been to balance, 
on the one hand, holding overall rates to levels fiiat appnDximate competitive market levels for the 
benefit of consumers, with, on the other hand, inducing sufficient investment in capacity to ensure 
adequate service for flie benefit of consumers. We believe that a well functioning corr^titive wholesale 
power matkd in California, which includes a weD functioning regional transmission grid, is a 
fimdanraital part of the solution to fire simply poblems and price volatility in California, The interstate, 
wholesale nature of electric markets in Califbmia and adjoining slates makes it incumbent that we take 
whatever steps we can to make markets in the region weak ftir the ultimate benefit of cotrsumeis - 
assuring a reliable supply of energy at fire lowest reasonable rate. 

The Commission has also had to grapple with a number of issues that involve the line between 
Slate-Federal jurisdiction. There are two aspects to this. First, many, but not all, of the defects in the 
California markets are wifliin this Commission's jurisdictioa However, certain raattets significantly 
affecting fire operation of the wholesale as well as the retail markets in California are wiflrin the 
jurisdiction of the State of California We therefore inclucte in this order a discussion of matters that 
needtobecorrectedby State regulators ifthere are to be competitive, well functioning markets in 
California, and if California consumers, are to be protected in the firture. We urge the State to continue 
woridng to address these matters within its jurisdiction as expeditiously as possible. Second, during the 
past several years this Commission has struggled to xcommodate, and where possible defer to, tire 
State's initial decisions on restructuring, including its decisiesrs directly impacting maflers wifliin our 
exclusive jurisdiction under the FPA. However, vite have reached a point where we must make some 
difficult choices with respect to matters within our exclusive jurisdiction, and we conclude that certain 
defects in wholesale markets must be remedied even if our decisions preempt certain decisions 


‘‘(...continued) 

or classification for jurisdictional services, or any ixTe, regulation, practice, or contract affecting such 
rate, charge or classification "is unjust unreasonable, unduly discriminatory or preferential, the 
Commission shall determine the just and reasonable rate, charge, classification, rule, regulation, 
practice, or contract to be fliereafler observed and in force, and shall fix the same by order." 

® Because the market strocture and market design remedies ordered herein may take up to 24 
months to effectuate, and fte refund period permitted by FPA section 206 is limited to 15 months, the 
Commission proposes to condition its market rate authorizations for public utility sellers to the ISO and 
PX on continuing the refund obligation teoiigh December 3 1, 2002. 
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previously made by the State in its initial lestnicteing legislation and orders. Unless we lake tfiese 
steps, we believe we will be abdicating our responsibility under the Federal Power Act to ensure jtjst 
and reasonable rates and service by piilic utili^ seDets of wholesale energy in California 

The immediate remedies proposed in this order include; 

• the elimination of the requirement fliat ttK three investor-owned utilities (lOUs) - Pacific Gas 
and Electric Cort^iany (PG&E), Souttiem California Edison Cortqany (SoChl Edison), and 
San Diego Gas & Electric Company (SDG&E) - must sell into and buy ftom the PX; 

• the addition of a penalty charge for deviations in scheduling in excess of five percent of an 
entity's houriy lo^ requiranents and the disbursement of penalty revenues to the loads that 
scheduled accurately; 

• the establishment of independent, non-stakeholder Governing Boards for the PX and the ISO; 
and 

• the establishment of generation interconnection procedures. 

We also identify a number of structural tefirrms that must be addressed, including: 

• the suhnissionofa congestion management redesign proposal; 

• possible changes to the auction mechanisms; 

• improved market monitoring and market mitigation strategies; 

• demand response programs by the ISO and Scheduling Coordinators; 

• elimination of the requirement for balanced schedules; and 

• new approach to reserve requirements. 

To ensure feir prices while these market refomrs are being put in place, the order proposes 
additional temporary measures to mitigate prices, including modification of the single price auction so 
drat bids above SlSOMWh cannot set the maiket clearing price that is paid to all bidders; imposition of 
comprehensive repotting and monitoring requirements for selleis bidding above $150/MWh; and 
retention of a refimd remedy for sales finm October 2000 throu^ December 2002. 

The order also recognizes that, to resolve the problems facing Califorrtia consumers, the Public 
Utilities Commission of the State of California (California Commission) and others must address tire 
following issues: 

• delays in siting additions of generation and transmission capacity; 

• implementation of additional demand response programs at the retail level; and 

• elimination of impedimenls on Load Serving Entities pursuing power supplies on a forward 
basis.. 
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The Commission has concluded that the hearing we ordered on August 23 does not need to be 
a trial-type hearing. Rafter, the issues raised in ftis jroceeding can be resolved based on written 
comments and evidence and dial presentation direcfly to fte Cbmmissioa The Commission wil pennit 
ail interested peisons that have not aheacfy intervened in these dockets to intervene, and allow all 
interested peisons to file comments on the proposed remedies and any additional infoimation or 
evidence, by Novanber 22, 2000. We ato wiB hold a public conference on November 9, 2000, 
which will provide interested persons fte opportunity to discuss the proposed remedies before the 
Commission 

Baekgmimd 

A California Restructuring 

Efforts to restructure the California electric industry began in 1994 in response to hi^ electricity 
prices. * Extensive hearings and negotiations in proceedings before the California Commission resulted 
in a final restaicturing order issued in December 1995 ^ and led to fte unanimous enactment of 
Assembly Bill 1890 by fte California legislature in September 1996. * The main points of AB 1890 
inclurfed (1) creation of an ISO and PX by January 1 W8 and simultaneous initiation of direct access; 

(2) creation of fte California Electricity Oversi^t Board (Oversi^t Board) with menibers appointed 
by fte Governor and legislature; ’ (3) a competitive transition charge (CTC) for fte recovery of the 
lOUs' stranded costs; and (4) a 10 percent rate reduction for residential and small customers, and a 
rate freeze fe all retail customers. 

PG&E, SoCal Edison, and SDG&E submitted filings to ftis Commission in April 1996 seeking 
approval for those aspects of the restructuring subject to FERCs jurisdiction, namely, the conveyance 


*As of January 1995, retail rates in California were 10 to 1 1 cents per kilowatt-hour, 
approaching twice the national average, and rising S££ California Rides the Tiger . Public Utilities 
Fortnightly, January 1, 1995, p. 20, 

’SSS California Commission Decision 0,95-12-063 (Dec. 20, 1995), modified hv D.96-0 1 - 
009 (Jan. 10, 1996) and D.96-03-022, 166 P.U.R. 4th 1 (California Commission Restaicturing 
Decision). 

*AB 1890, signed by Governor Wilson on September 23, 1996, California Statutes 1996, 
Chapter 854 (Restructuring Legislation or AB 1890). 

’As discussed later in this order, the Commission rejected elements of fte proposal dealing with 
fte Oversight Board, and the Board subsequently filed a petition for declaratory order requesting that 
the Commission declare ftat a bill pending in the California Senate (SB 96 ), modi^mg toe Board's 
duties under the Restaicturing Legislation, if enacted, would resolve fte Commission's concerns about 
the Board’s role. 
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of operational control of transmission fecilities to flie ISO, the authority to sell energy at market- 
based rates through the P3<,. and approval of the overall fiamewoik ftir establishment of the ISO and 
PX, and for the jurisdictional split between die transmission and local distribution iacilities of the utilities. 
In a series of orders issued fliat Fall, the Commissirai largely accepted the filings, and provided a 
preliminary assessment of the adequacy of the utililies’ market power analyses. “ 

In March 1997, the ISO and PX submitted filings constituting Phase It of tire restructuring 
prcqxjsal, consisting of organizational and governance documents and an Operating Agreement and 
Tariflf for each, a Transmission Control Agreement, and other, materials and explanations requited by 
the Commission in earlier orders. In response to a July 30, 1997 order by flie Commission directing 
the ISO and PX to file restated Tariffe, Agreements and Appendices, they submitted on August 15, 
1997 filing withnumerous additional materials. The Commission addressed these filings in an order 
dated October 30, 1997, conditionally authorizing limited operation of the ISO and PX Sixs the 

ISO and PX have commenced commercial operations, flie Commission has devoted significant 
resources to many proceedings involving the ISO and PX including 30 separate amendments to the 
ISO's taiiffi to address, in large measure, the difficulties feced by the ISO in implementing the 
requirentonts inclosed by AB 1890 and the California Commission. 


'*The Commission established the principles for ISOs in Order No. 888, and three other ISOs 
are in operation today: PJM Interconnection, New York ISO, and ISO New England 

hi December of 1999, the Commission issued its Order on Regional Transmission 
Organizations, Order No. 2000. Regional Transmission Organizations (RTOs) can be formed as ISOs 
or may take another organization fonii, such as a transco. The Commission's RTO requitements build 
upon the ISO principles of Order No. 888 and reflect, in large measure, the Commission's experience 
wifli flie pioneering eflforts of ISOs such as the California ISO. The California ISO and its public utility 
members are required to make a filing in compliance with Order No. 2000 on January 17, 2001. 

“ See Pacific Gas and Electric Co., st 2)-, 77 FERC H 61,077 (1996) (PG&EP : Pacific Gas 
and Electric Co., st al, 77 FERC f 6 1,204 (1996) fPOAEIIi : Pacific Gas and Electric Co., st al, 77 
FERC H 61,265 (1996) tPG&F. nP . One area of particular concern for the Commission was flie 
scope of the Oversi^t Board's functions. Specificily, the Commission noted that it could not "accept 
a permanent role for file Oversight Board in the governance or operation of the ISO, or apellate 
review of ISO Board decisions, because these matters are wifliin our exclusive jurisdictioa" See 
Kl&M at 61,818. 

'^Pacific Gas and Electric Co. stal, 81 FERC 1161,122 (1997) (October 30. 1997 Order). 

’^Among the four jurisdictional ISOs fliat are in operation, the Commission has devoted, by far, 
the most resources to the California ISO, and most of the attention requited by the Califinnia ISO 
reflected the difficulties in implementing the requirements of AB 1 890 and the impact of those 

(continued..) 
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Shortly after the ISO and PX commenced operations on March 31,1998, the ISO witnessed 
dramatic spikes in the price for certain ancillary setvi^ and did not receive sufScient bids fa others, 
events tfiat were inconsistent with the operation of eSfcient markets. After analyzing reports 

prepared by market monitoring committees and comments fiom numerous parties, the Commission, 
among other things, directed the ISO to file a comprehensive proposal to redesign its Ancillaty Services 
markets. This redesign has been implemented over a period of 24 months, and certain elements 

have yet to be proposed to the Commission fa approval. 

The ISO sou^t price caps as a solution for the volatility and thinness in its Ancillaty Services 
markets. bitheJuly 17, 1 998 cider, we authorized the ISO to reject bids in excess of whatever price 
levels it believed were appropriate for the aiKillaiy services it procures. On rehearing, we explained 
that, as the procurer of anciU^ services , the ISO had tire discretion to reject excessive bids. We also 
stated that a purchase price cap is not an ideal approach to operating a market and that we did not 
expect the cap to remain in place on a long-tenn basis. ” In order to make flie Imbalance Energy 
miket similarly situated to the Ancillary Services markets, we later authorized the ISO to adopt a 
purchase price cap fa its Imbalance Energy market at whatever level it deemed necessary and 
appropriate. 

In our order afpxsving the ISO's Ancillary Services market redesign proposal, we alowed the 
ISO to retain its authority to specify purchase price caps for Ancillary Services and Imbalance Energy 
until November 1 5, 1 999. The ISO had proposed to raise and eventually eliminate existing price 
c^ on Ancillary Services and Imbalance Energy iqxin the implementation of several redesign 


'^(...continued) 

requirements on transmission grid operations and market perfonnance. 

’“Sss AES Redondo Beach, L.L.C., sS al, 84 FERC H 61,046 (1998), order on reh’a 85 
FERC 1 61,123 (1998) (October 28 1998 Order), order on firrther roh'a 87 FERC H 61,208 (1999) 
(May 26, 1999 Order), order on further reh'g 88 FERC f 61,096 (1999), order on further reh'a 90 
FERC f 61,148 (2000). Sss siSQ California Independent System Operator Corporation, 84 FERC 
1161,309(1998). 

‘’October 28, 1998 Order, 85 FERC at 61,462. 

‘ ’See May 26, 1999 Order, 87 FERC at 61,801-02 (explaining that the ISO developed a 
phased approach to the redesign). 

”85 FERC at 61,463. 

‘’California Independent System Operator Corporation, 86 FERC U 61,059 (1999). 
‘^.87FERCat.61,817-19. 



538 


Docket No. ELOO-95-000, st al - 9 - 

elements, but in the interim, it planned to maintain file current $250 price c^. The ISO had also 
proposed a safety net in which it would continue to mcmitor the markets, and if it identified market 
failures or simply insufficiencies, it would lower pice caps in the affected markets. We directed the 
ISO to eliminate fire price caps by November 15, 1999, with the caveat that fire ISO could file for an 
extension of its price c^ authority if its experience with the market reforms over fire summer indicated 
serious market (fesign flaws still existed 

On September 17, 1999, the ISO filed proposed tariff revisions to extend for one year, until 
November 15, 2000, its arrlhority to Aircillaiy Services and Imbalance Energy prices. By direction 
of fire ISO's Governing Board, fire price c£^ were raised fiom $250 to $750, effective September 30, 

1999. The proposal gave the ISO the discretion to lower the price to $500 effective June 1, 

2000, ifflie ISO Governing Board determined firat any ofthree specific conditions were met The 
proposal also gave fire ISO discretion to lower the price by an unspecified amount in the event 
that it determined that fire markets were not woikably competitive. The Commission accepted fire 
proposed tariff provisions. “ 

B. Events of Summer 2000 

Wholesale electrid^ prices in California jumped dramatically hi^er this summer with 
paitiarlarly hi^ peaks during tire periods May 21-24, June 12-16, and June 26-30. The price spikes 
afficted all markets run by the PX and the ISO. The monthly average rmconstiained matte-clearing 
price (UMCP) for May in the PXs day-ahead market represented a 1 00 percent increase over May 
1999. The PXs constrained day-ahead price (NP15) peaked at Sl,099/MWh on June 28, 2000. 

“ Prices in the ISO's real-time market neared or reached its $750 c^ twice in May and on 8 
occasions in June. The ISO lowered the price cap fiom $750 to $500 on July 1, 2000. Subsequently, 
on August 7, 2000, the ISO firtfiter reduced the purchase price cap to $250 per MWh. 

Higji temperatures and generation outages led fire ISO to declare system emergencies 39 times 
between May and August PG&E had to effect rolling black-outs in San Francisco area on June 14. 
Notably hi^ prices were also ejqtetienced at trading hubs fiiroughout the Western Intetcoimectiort 
During fiiis summer period, costs of electricity inputs began to increase, particularly gas costs at the 
Cblifomia border which rose fiom $2/MMBtu in the qring to about $6/r/IMBtu this summer. At fire 


^“CaUfomia Independent System Operator Corporation, 89 FERC H 61,169 (1999), ish!g 
pending . 

^'Price Movements in California Electricity Markets: Analysis of May - July 2000 Price 
Activity, PX Compliance Unit, September 29, 2000 at 1 0. 

^^Report of Califomia Eneigy Market Issues and Performance: May - June 2000, ISO 
Department of Maiket Analysis, August 10, 2000 at 13. 
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time, existing g 3 s fired units “ were operated at unprecedented levels, driving up the price of 
NOx emission allowani^ fiom around $6db to over $4(Mb at the end of August 

Because the reM rate fieeze imposed in SDG&E's service area by AB 1890 ended in 1999, 
the very high wholesale prices were passed throu^ directly to the utility's retail customets, resulting in 
monthfy bills tiiat were up to 200 to 300 percent higJieT Ihii the prior year. PG&E and SoCal Edison, 
still subject to retail rate freezes, report that their cost for wholesale power has exceeded the amount 
recovered in retail rates by billions of dollars. “ 

These events have created an environment of distress in the Slate. Probes have been initiated 
by the Califomia Commission, the Oversi^t Board, and California's Attorney General, in addition to 
the investigation by this Commissirai discussed below. In August, the Califiimia Commission put in 
place a ten^jorary retail rate cap for certain small customers of SDG&E, limiting the amount hat th^ 
must pay per month. Subsequently, the Califomia legislature enacted AB 265, a retroactive retail cap 
which expands on the Califomia Commissioris actioa The legislation limits San Diego residential 
customers' rates to 6.5 cents per kWh, and requires fire California Commission to investigate Are 
purchasing practices of SDG&E Both retail rate caps defer payment of fire total amomt due to the 
utility, requiring customers to pay the balance of costs paid into the wholesale market witfi interest in the 
year 2003. 

CaMmia's Governor also signed SB 970 into law in early September, which will streamline 
regulatory approval for new power plants. “ A number of other bills encouraging enagy efficiency, 
distributed generation technologies and approval of new generation were also enacted 

The ISO and PX and the ISO's Market Surveillance Committee (MSC) analyzed fee pricing 
anomalies experienced during the summer and came to stmilar conclusions. A preliminary report 
prepared by ffie PX dated September 29, 2000, found that price spikes were caused by flawed market 
structures and an insufficient supply of power, rather flian gaming by market participants. Although 


“Natural gas comprises about 55 percent of California's fuel mix. 

-■'StaffReportat3-21. 

^*The two utilities have repotted about $4.6 billion in unrecovered wholesale costs of which 
about $2 billion reflects sales of electricity sold fiom generation which they still own. 

“On September 7, 2000, the Califomia .Assembly p-,ssed SB 970, to address the immediate 
need for certain additronal generating capacity in the State. SB 970 created an interagency task force 
ajqKiinted by the Governor jfixim various California legulator'y agencies, related federal agencies, and 
local governments. 

“gee Electtic.Utility Week, OcL,9, 2000, pp. 5-6. 
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market conditions created the potential for abuses of market power, the PX Report indicated that no 
one group of paitic^ts was setting prices. The ISO, similarly, reported that during certain operating 
conditions, st^jplieis can have significant market powa; althou^ the underlying causes of hi^ prices 
were structural and operational in nature. 

C. Commission Actions in Response 

On Jufy 26, 2000, the Commission issued an order directing a staff fect-finding investigation of 
the conditions m electric bulk power markets (including volatile price fluctuations) in various regions of 
the country. The order asked staff to determine any technical or operational fictors, regulatory 
prohibitions or rules (Federal or State), market or behavioral rules, or other factors affecting the 
competitive pricing of electric energy or the reiiabili^ of service, and to rqxrrt its findings to flie 
Commission by November 1 , 2000. Later, staff was asked to etqjedite flie investigation as it related to 
Califirmia and markets in'flie Western Interconnection. 

On July 28, 2000, the Commission issued an order in Docket No. ELOO-91-000 in response 
to a complaint filed by Morgan Stanley Capital Group Inc. against the ISO, asking the Cranmission to 
invalidate fte ISO's decision to lower the maximum price it was willing to pay to sellers of imbalance 
energy and ancillary services. At the time the Morgan Stanley request was fled, tire ISO Governing 
Board had voted to lower tire ISO's maximum purchase price for these services firm $750 to $500. 
Morgan Stanley wanted the Commission to reinstate the $750 purchase price cap and prevent the ISO 
Board from further reducing the cap. The Commission denied Morgan Stanley's request; finding that 
the ISO's maximum purchase price authority remained acceptable because the ISO did not have the 
authority to require sellers to bid into its markets, and thus, could not dictate sellers' prices. 

On August 2, 2000, SDGcSrE filed a complaint in Docket No. ELOO-95-000 against all sellers 
of energy and ancillary services into tire ISO and PX markets requested, among other tilings, that tiie 
Commission impose a $250 price cap. The August 23 Order denied SDG&E's request because the 
company had not provided sufficient evidence to St5?x3rt an immediate sellefs price c^. ” However, 
flie Commiasion instituted foimal hearing proceedings under section 206 of tiie Federal Power Act to 
investigate the justness and reasonableness of the rates of piublic utility sellers in tire California ISO and 
PX markets, arid also to investigate whether the tariflS, contracts, institutional structures and bylaws of 
tile ISO and PX are adversely affecting the efficient operation of competitive wholesale pxiwer maricets 
in Califtmia and need to be modified 


^*Sss Ma, note 2. 


“Morgan Stanley Capital Group he. v. California hdependent System Operator Ccqxiration, 
92FERC1|61,n2( 


■’“92 FERC at 61,606. (Commissioner Massey dissented on this point) 
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On September 12, 2000, the Commissicai omducted a public meeting in San Diego to allow 
interested persons to give toe Commission their vfews on recent events m California's wholesale 
markets; written comments were accepted in Docket No. ELOO- 1 07-000. In addition, members of toe 
Commission and staff participated in a number of Congressional hearing and ptoceedings conducted 
by California State authorities throu^out toe summer. 

The staff fict-finding investigation is now conqjleted, and toe Staff Report has been placed in 
the official record of this proceeding. The StaffRqxxt is generally consislait with toe findings of the 
PX and ISO iqxiits. A detailed summaiy of the Slaff'Report is attached to this order as Appendix D. 

Briefly, the Staff Repeat identifies ftree fectois fiiat contributed to the hi^ prices experienced in 
California tons summer. First; competitive maricet forces played a major role in fc tun-ig) of prices 
thiDU^ significantly increased power poduction costs combined with increased donand due to 
unusually high tanperatures and a scarcity of available generation resources throu^out toe West and 
California in {articular. 

In addition, toe Staff Report concludes that existing market rules along wift some flawed retail 
regulatory policies exacerbated the situation. The StaffRepoit notes that toe requirement placed upon 
the three lOUs by the Califimia Commission to buy and sell all their energy needs thtou^ the PX 
coupled with the California Commission’s restrictions on toeir ability to forward contract, exposed the 
totee lOUs to the volatility of the spot market without the abili^ to mitigate this summer’s price 
volatility. The Staff Report also notes toat a lack of demand reqxinsiveness on the part of retail load 
allows prices to rise well above competitive levels when demand is high and supplies are scarce. 

Finally, the StaffRepoit finds that toe ISO's policies relating to replacement reserves increased toe 
amount of demand and siqrply that appears in the ISO's real-time market (underscheduling in the PX), 
which results in operational and reliability problems for toe ISO and increased costs. The Staff Report 
recommends that toe Commission eliminate these flawed market rules. 

Lastly, toe StaffRepoit notes that toare is evidence suggesting that sellers had toe potential to 
exercise market power (where market power is defined as prices above short-run marginal cost) this 
suratna; however, the data analyzed in toe StaffReprat and toe limited time available were not 
sufficient to make detemiinations regarding the exercise of market power by individual selleis. One 


^*The Staff Rqxat concluded that: "Further study of hi^-pdeed bidding by individual firms or 
periods when individual generators were not running would be needed to substantiate any charges of 
market pwwer abuse." StaffRepoit at 5-19. The Commission will evaluate any information it receives 
as part of its review of toese markets. 
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of the StafiFReporfs proposed changes to (he market rules would eliminate the single price auction rule. 


On August 22, 2000, the PX filed Tariff Amendment No. 19 in Docket No. EROO-3461-000, 
proposing to irrpose maximum prices on Demand and Snjply Bids in its Day-Ahead and D^-of 
Mtffkets of $35(yMWh. The PX states fltat the $350M1^ limit represents the sum of fire $250/MWh 
jsice limitation on ISO purchases of hnbalance Energy phis Are $ 1 00/MW amount (he ISO pays for 
Replacement Reserves. The PX also states that the establishment ofequivalent maximum pices in both 
Are ISO and PX maikets will remove any possible uncertainty Aiat mi^ potentially encumber Are 
opetaAon of eiAier of Aiese maikets. The PX requests Aral Amendment No. 19 be granted Are earliest 
possible efiecAve date but no later Aian sixty days after filing. By letter dated Octoba 5, 2000, , 
Commission staff requested, wMiin fifteen (fays, addiAonal infoimaAon fiom Ate PX to si^iport Are need 
for Aieir proposed c^. On October 19, 2000, Ate PX filed addiAonal informaAon (PX E^ciency 
Report) anatyzing six monAis of recent PX market data demonstraAng that Are ISO's real-Amemaiket 
serves as a ds facto pice crp in Are PX day-of markets. Two excepAons occurred on June 27 and 
June 28. 

NoAce of the PXs filing was published in the Federal Register, 65 Fed Reg. 57,599 (2000), 
with moAons to intervene and protests due on or before September 12, 2000. The California 
Commission filed a noAce of intervenAon. Timely moAons to intervene, comments, and protests wse 
filedbyAieenAAeslistedin Appendix A In addiAon, Williams Energy MaikeAng & Trading Corprany 
(Wiliams) and Ate Oveisi^t Board filed untimely moAons to intervene. 

The California Commission, Ate Oversight Board, PG&E, and SoCal Edison sprpoit Ate filing 
and leijuest its ^^xoval as an interim measure unAl addiAonal steps are taken to restore prices to just 
and reasonable levels. OAier intevenors argue Aral Ate filing should be rejected because: (1) Are PX 
has provided virtually no jusAficaAon fix its proposed price ct^r; (2) Ate prcposal would firiAier inAude 
into Ate compeAAve energy maikets and should be deferred; and (3) Ate PXs prcposal is inconsistent 
wiAl Ate Ccanmission's findings in Morgan .Stanley. Power marketers also argue that price caps are 
unnecessary arid harmfirl to Are ijevelopment of a congteAAve electric market by jeopardizing 
invesAnent in generaAon and creating an atmosphere of exAeme uncertainty. 


’^A single price aucAon pays all bidders Are price paid to Ate last seller whose ouqtut is needed 
to clear Are maricet (balance supply and demand); often referred to as Ate market clearing price. 
AnoAier aucAon mechanism, often referred to as Ate "as bid" aucAon, pays bidders Arete own bid price if 
Aiey are selected. 
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Oi September 14, 2000, tfie ISO filed Tariff Amendment No. 3 1 in Docket No. EROO-3673- 
000, proposing to remove the November 15, 2000 temiination dste of the ISO’s ptuchase price cap 
auftiorily. The ISO states that the proposed Amendrnent No. 3 1 would remove die existing temiination 
date of die ISO's authority to disqualify AnciBaty Service and Imbalance Energy bids that exceed levels 
specified by flie ISO and would confirm the ISOs authority to establish bid caps for aB of its markets. 
The proposed amendment does not specify die particular level of the pmchase price caps; instead, it 
preserves die discretion of the ISO to adjust the bid cap levels as appropriate. The ISO requests diat 
Amendment No. 3 1 become effective as of the date the existing provision for bid cap authority expires 
on November 15, 2000. 

Notice of die ISO's filing was published in the Federal Register, 65 Fed Reg. 57^99 (2000), 
with motions to intervene and protests due on or before October 5, 2000. Ihe California Commission 
filed a notice of intervention Timely motions to intervene, comments, and protests were filed by die 
entities listed in Appendix B. hi addition, the City of San Diego (San Diego) filed an untimely motion to 
intervene. 

Eight intervenors filed comments supporting die amendment to extend the ISO's bid 
authority, stating diat because the market is not currendy workably competitive, purchase caps are 
necessary. Twelve inttrvenois protest Amendment No. 3 1 , stating that purchase price caps and the 
indiscriminate lowering of such caps threatens reliability, creates massive instability, and discourages 
investment in and development of new generation resources. In addition, these intervenors object to 
the ISO's proposal to set bid caps and as a corollary reject bids above the cap, instead of setting a 
purchase price at which they are willing to biqr. Intervenors maintain that such an ability to tE)ect bids 
would lead to the unilateral ability of the ISO to reduce the generator’s bid to the price it is willing to 
pay, and amounts to setting the seller's price in violation of our precedents. Finally, intervenors state that 
the ISO has not developed specific criteria for the application and level of purchase price caps. 

Qi October 20, 2000, die ISO filed an answer arguing that the protests lack merit 


Intetventiotis and Other Pleadings 

As noted in the August 23 Order, any patty that intervened in Docket No. ELOO-95-000 is 
considered to be a patty in this consolidated hearing proceeding The following filed motions to 
intervene out-of-time in Docket Nos. ELOO-95-000 and/or ELOO-98-000: the Cogeneration 
Association of California jointly with the Energy Producers and Users Coalition (CAC/EPUC^; the 
Cities of Anaheim, Azusa, Banning Colton, and Riverside, California (Southern Cities); the City of 


, August 23 Order at 61,606. 
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Vernon, California, (Vernon); San Diego; (he CaBfema large Energy Consumers Association 
(CLECA); and Puget Sound Energy, Inc, (Puget Sound). 

On October 16, 2(X)0, PG&E, SoCal Edison, and The Utility Reform Network (TURf4) 
(coBectively, Joint Movants) filed a joint motion for emergency relief and fiirther proceedings. Joint 
Movants request that fee Commission (1) make an immediate finding to Califimia’s electricity 
markets ate not pstxiucing just and reasonable rates, (2) put in place an intaim SIOGMWH price cap, 
(3) direct public utility sellers to provide cost-of-service infbnnation firr (he purpose of implementing 
market power mitigation measures, and (4) institute expedited pocedures to cfcvelop long-tenn market 
powa- mitigation measures and to detemiine lefimd tesponsibili^. SDG&E filed comments in support 
of (he motion, but urging (hat fundamental refonns proceed expeditiously. 

The California Commission also filed a motion for interim relief on October 19, 2000, - 
proposing that FERC require certain gmerators and marketers to ofer specified amounts of capacity 
under forward contracts at FERC-approved cost-based rates. The following day, the ISO submitted a 
proposed oSec of settlement to impose (1) a $1 00/MWh price cap with a list of exceptions; (2) 
requirements for load-serving entities to forward contract; and (3) charges against load and generation 
not adhering to forward scheduling requirements. 

Various entities have filed motions and pleadings proposing their own pefetred remedies and 
mitigation such as a $100 bid cap, re introduction of cost-based rates, and tiered bid caps. ’■* CXir 
decision is informed by fliese requests and poposals and we incorporate into our actions the aspects of 
those proposals which achieve our objectives. We inform fiiese parties to they should renew in their 
November 22 comments any concerns stemming fiom our decision to propose these remedies. 

Procedwal Matters 

In view of the early stage of the consolidated hearing proceedings and the absence of any 
undue prejudice or delay, we find good cause to grant the untimely, unopposed motions to intervene of 
CAOEPQC, Soufltem Cities, San, Diego, Vernon, CLECA, and Puget Sound Appendix C lists all 
parties to to proceeding In addition, fire Commissitxi will pemrit ail interested persons to have not 
already intervened in these dockets to intervene and file comments by November 22, 2000. 

Also, in view of the early stage of the proceeding and the absence of any undue prejudice or 
delay, we find good cause to grant Williams' and (he Oveisi^J Board's late interventions in Docket No. 
EROO-3461-000, and San Diego's late intervention in Docket No. EROO-3673-000. 


^On October 26, 2000, the ISO Board voted to change tire ISO bid cap from the current 
$250 level to a load differentiated cap, effective on November 3, 2000 or as soon thereafter as can be 
implemented Our action in this order fieedng the ISO bid cap at tire current $250 level for 60 days, 
renders the ISO board vote null and void 
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We .will reject the ISO's answer in Docket No. EROO-3673-000 to the extent that it represents 
an impermissible an^ to protests. 1 8 G.F.R. § 3852 13(a)(2) (2000). 

PigCH S sipn 

The Commission is obligated uncte the FPA to ensure that the rates, temis and conditions of 
wholesale sales and transmission in interstate commerce by public utilities ate just; reasonable and not 
unduly dtscriminatoty or preferentiaL Under section 206 of flte FPA, if the Commission fincb that rates, 
charges or classifications for jurisdictional services, or rules, regulations, practices or contracts affecting 
such rates or charges, are not Just and reasonable, or are unduly discriminatoty or fjeferential, the 
Commission must determine the just and reasonable rate, charge, classification, rule, regulation or 
pradice to be in effect hi exercising this re^tonsibility in today's electric industry environmait, the 
Commission is ficed witti electric markets that are increasingly inteistate in nature and increasingly 
dependoit tqxtn one another, and with markets that are in varying stages of transition to competition at 
the wholesale and, in numerous states, the t^ail level With respect to California, we are feced with a 
complex transition fiom one regulatory regiriK to anodier and efforts to establish competitive markets at 
both die wholesale and retail levels, hr this particular proceeding, our responsibility is to determine 
whether public utility sellers to the ISO and PX are charging unjust and unreasonttole rates, and 
whettier the market structures and market rules govaning public utility wholesale sellers in California, 
and affecting die wholesale rates of such public utihty sellers, are resulting in, or have the potential to 
result in, wholesale rates that are unjust, unreasonable, unduly discriminatory, or preferential, hr 
particular, we are concerned about whether these market structures and rules, particularly in 
conjuncticn with an imbalance of simply and demand, may give public utilities die ability to exercise 
market power and thereby charge unjust and unreasonable rates. 

Before discussing the specific aspects of market structure and mles that may be adversely 
afficting wholesale rates, we believe it is important to provide an overview of the historical context in 
which we address diese issues. In 1996, when California decided to embark on its bold and innovative 
restructuring initiative, it did so because it recognized the problems inherent in its existing regulatory 
nradel Prices paid by retail consumers were among die highest in the nation. California was beaming 
increasingly dependent on out-of-state generating resources to meet the needs of its citizens. It was 
against fliis backdrop of existing problems that Califitmia decided to pursue a more market-oriented 
t^rproach to the provision of retail electricity service - ordering its th^ lOUs to divest ownership of 
flieir generation assets, requiring that they torn over operational control of their transmission ficilities to 
the ISO, establishing the centralized power exchange, and adopting a market design witii elaborate 
rules to govern flie behavior of paiticipanis in this newly created electricity market 

Althou^ well inientioned, and in some ways visionaty, California's pioneering of retail 
electricity restmcturing has not always produced a result that its architects intended - electricity prices 
lower than historical levels for retail consumers. Indeed, the deregulatory ^fxoach adopted by 
California not only feiled to address many of the existing problems which were plaguing the State, but in 
many ways it pcacerbated and iriagnified those problgus. This is not meant to cast blame, but to 
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iecogni 2 E and tty to learn from some of the mislakes toweremade. At the Federal level, we remain 
convinced that competitive madcets will provide effciencies and lower electricity prices to consumeis - 
both retai and wholesale. But such maricets need to be properly designed and administered in an 
independent and non-discriminatory feshion, and ftey must recognize and accommodate Are regional, 
interstate nattne of electricity trade. 

The events of this strmmer provide dramatic evidence of tire interstate nature of electric systans 
and markets in file Western Interconnectim. California is not an electrical island Operationally, the 
transmission fedlities cutientiy cmtrolled by the ISO ate part of the much larger Western 
htterconnection. “ The reliability of California's electric system depends on access to generating 
resources located Ihrou^out flie Western Interconnectioa Decades ago, western utilities made 

large investttMils in hi^ voltage interstate ttansmissirai lines to sipport Are market efficiencies resulting 
from seasonal diversities between Ate northern and souAiem markets. Over time, Califcmia utilities 
have increasingly relied on inipotts from generation located in neighboring states to meet Areir load 
requirements and have constructed significant transmission interties to import electeicity for Califomia 
consumers.” This summer, exports from California to oAiers increased Thae&re, the operation of 
Are Califomia electricity market can affect prices Arrou^out Are entire Western Interconnection. The 
Staff Report rfemonsttates Aiat during Are summer of 2000 correlations between PX prices and 
Western market bilateral prices were quite strong. 

We make Aiese observations to provide some context for the actions we are proposing in Aris 
orrter. We commend and continue to support California’s efforts at restructuring its electricity markets 
to try and bring lower prices to consumers in California. AlAiough California's restructuring initiatives 
direcAy implicated matters subject to our jurisdiction, in order after order, we have defened wherever 
possible to Are restructuring decisions made by Are State. We have devoted unprecedented resources 
to try and make Are Califomia initiative a success. Ultimately, however. Are Commission must ensure 
Aral wholesale market rules and institutions - even Arose created by state action - result in just and 
reasonable wholesale rates for electricity. This sutrrtrra's events in Califomia and our subsequent 
irrvestigatiorr have convinced us Aiat we must take decisive action under section 206 of Are Federal 


^*As rarly as the 1970's, Western utilities began to face the problem of significant regional loop 
flows resulting fiom Are interstate use of Are Western grid and, in Ate 1990’s, Western utilities agreed on 
a regiorral response. Sfis Southern Califbrtria Edison Co., slal, 70 FERC 1161,078 and 73 FERC 
161,219(1995). 

^^CaUfomia's irrrort curability is approxinrately 8,000 MW. 

^’Two of Ate first ttatiing hubs for wholesale electricity futures were founded at fire 
Califomia/Or^n Border (COB) and at Palo Verde, in Arizona, because of the significant amounts of 
interstate market activity that occurs at Arese points. 

“SssStaffReport at 1-3,3-15 -3-17. • ' 
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Power Act to renKdy fijndamental problems that hayp been identified in the California market design 
The Califirmia experience has hi^ghlM die cfangeis of hard-wiring a market design that is inflexible 
and caimbt adapt to needed changes. 

It is important to get the fundamentals ri^t arrd to cfevise a roadmap that takes into xcount the 
needs of die markrt and fire regional iiiylications of electricity trade, hr many ways, this is Are 
approach that Otter No. 2000 has taken wWi regard to die formation of Regioiral Transmission 
Organi 22 tions. Brrt Oder No, 2000 avoided being overly prescriptive and even went so fer as to 
adopt a requitement of open architecture to ensure that RTOs cortld adapt and evolve to meet the 
changing needs of die maike^Iace. Maricet rales and institutions need to be flexible so that they 
support the natural evoMon of the marketplace. In Califcmia, we are confronted widr a situation 
where market partidpanls have to work around overly prescriptive market instiluttons and requirements 
which have become an impediment to the efficient operation of the mariceqrlace and which have banned 
consumers. The existing market has not lowered prices to consumers this summer nor stimulated 
needed investment in new generation and transmission fecilities. 

The specific reforms we are proposing in this orrler are limited to fixing the fundamental 
problems which have been identified As ive move forward, we will need input fiom California and 
other Westan State poKcymakets to help shape and further develop this new market design. BtS such 
input shouldrecognize die regional, interstate character of the western marke^lace. We expect the new 
non-stakehol(ter boards which we are ordering below to consider further refinements and to help guide 
the continued evolution of the maricet But the Commission must take action at diis juncture under 
section 206 of die Federal Power Act to remedy the problems that have been found to exist in the 
California market structure. This action must be taken to ensure that the high and volatile prices 
eiqierienced this past summer do not recur to the detriment of consumers in California and in die West 
generally. In this order, we focus on proposing changes to certain rules and policies of the PX and die 
ISO that we believe contributed to the high prices which California experienced last summer. 

A Overview 

One of the pimary Congressional goals in enacting Part II of the Federal Power Act was to 
protect electric ratepayers fiom exercises of market power. Ratepayer interests generally centered on 
ensuring diat rates were not excessive or unduly discriminatory'. The need to ensure an adequate supply 
of generatirm usually was met through tequiremerts imposed by states on fianchise utilities to build or 
buy adequate power resources to meet demand consistently. Today, however, in states such as 
California, the adequacy of local power resources depends, not just on state requirements, but also on 
whether market prices are sufficient to elicit adequate srrprlies, through construction or odrerwise. hr 


^^’iheiB are a number of fixes that must be made drat are beyond the statutoiy authorify of this 
Commissioa Thus, we also hi^ght several initiatives that the State of California must undertake to 
ensure that the high and volatile price scenario of this past summer B not repeated ■ 
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other words, when st?jply is driven fay market price inSead of regulatory requirements, ratepayer 
interests may no longer depend solely on wheflier current prices are deemed too hi^ but also on 
whether prices are too low to elicit new supplies ov^ time. 

As indicated by flie Staff Report and by reports prepared by CaKfomia State agencies and 
others, this summer's wholesale markets exhibited certain market fimdamentals that would be expected 
to cause prices to rise, input costs increased as the cost of fuel, emission credits and O&M expenses 
increased. Sustained demand increased, requiring increased reliance on generating resources that 

would have been more expensive to operate evai if input prices had not increased Conditions in he 
Northwest decreased amounts of hydropower st^iply usually available to the market which, combined 
with a failure to teng new generation into service over the last decade, r rsulted in a tnie scarcity of 
generation. ® In circumstances like this, prices are expected to rise - - and indeed they must rise to 
induce the investment in new capacity that is needed to serve customers adequately. 

The issue raised in tills proceeding is whether {fysfimctional rmrket rules or the exercise of 
market power allows prices to rise above just and reasonable levels. We conclude fliat certain market 
rules do interfere with tire functioning of tfie market and, taken together, may permit sellers to exercise 
maiketpower. Accordingly, these market tuks must be revised Maty of the market (fysfunctions in 
Califimia andtiie eiqxisure of California consumers to hi^ prices can be traced directly to an over 
reliance on spot markets. Industries that are either coital intensive or that have a lack of demand 
response do not rely solely on spot markets where volatility is to be expected Because the price risks 
inherent in spot markets are too great for both suppliers and consumers, these market sectors will 
prefer to manage their risk profiles throng forward contracts. However, in California, certain market 
rules inposedlyAB 1 890 and its implementarinn hv the California Commission te.g. . mandatory buv- 
sell tiirou^ the PX) prevented the lOUs fiom engaging in forward contracts to any significant degree. 
And other retail sujpUets who would have been fiee to implement appropriate risk management 
strategies could not be induced to participate in California's market because the low retail rate, fiozen at 
1 0 percent below historical levels, thwarted competitive opportunities for new participants to enter the 
market'*^ Even so, until the marioet was stressed this summer by extreme events, picing volatility was 
isolated and short-lived and wholesale prices woe so low that stranded costs were paid off more 


‘“’Staff Report at 3-20 - 3-22. 

“‘li at 5-2, 5-3, and 5-6. 

■'^Due to reduced water flows in the West, the output of hydropower generation was reduced 
For example, hydro ouqiut in June 1999 was 16,685 GWh and in June 2000 was 12,808 GWh, a 
reduction of 3,880 GWh. Staff Report at 2-26. 

‘*^An Analysis of the June 2000 Price Spikes in the California ISO's EiEigy and Ancillary 
Services Markets, ISO Market Surveillance Committee, September 6, 2000 at 13, 
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quickiy than expected The significant fiilings of this maiket desi^ became apparent only as peak 
demand outstripped supply. 

An essential tenwfy is the elimination of rales that prevent market particqtants from managing 
their risks. Moving significant amounts of wholesale transactions into forward markets wil (1) reduce 
reliance on spot markets, thaeby directly reducing both tire likelihood and the advase economic 
consequences of pricing volatility; ** (2) eliminate the adverse reliability impacts ftat the ISO faces each 
day as its obli^on to operate a real-time balance maiket has become transformed into opaaling the 
major commodity exchange at flie last minute; (3) increase the likelihood of new generation entry 
because the uncertain revenue stream fiom spot maricets will not attract the necessary capital 
investments; and (4) limit the ability of sellers to exercise market power in spot markets. To address 
this critical problem and ensure that market participants have access to forward markets, this order 
proposes certain remedi^ intended to focilitate fraward contiacting, 

A second critical issue we address is the ability of tire ISO and PX to operate and in^ilement 
wholesale markets and tire ability of the ISO to rqietate a transmission system reliably and efficiently 
under the governance of its stakeholder board of diiectors. The functioning of wholesale markets and 
the reliability and efliciency of tiie interstate transmission grid cannot be con^somised by a decision- 
making [Kocess tiiat is overly complex, mired in controversy, or prone to excessive influence by special 
interest groups. Boards, whether comprised ofstakeholdeis or non-stakeholders, must be able to 
respond decisively to Cffliditions necessary to maintain system integrity and opetatiori Most 
importantly, because the markets operated by the PX and the ISO are interstate markets and flie 
transmission ^stem operated by the ISO is part of an interstate transmission grid, the ISO's decision- 
making process must be responsive to the operations and the welfke of the regional marketplace, and 
not be restricted to the concerns of one geogr^hic location or one segment of the market Based on 
past performance, the ISO and PX boards no longer meet these standards. For these reasons, we 
propose to disband flie stakeholder boards and direct the establishment of independent boards. 


■^We do not seek to eliminate pricing volatility in spot markets. These markets will, as a matter 
of course, swing in reaction to changes in short-run market conditions fliat are difficult to predict What 
is important is fliat market participants have the ability to protect themselves from the economic 
consequences of pricing volatility. In simplest terms, if California lOUs had the option to use forwrrd 
markets last summer and had chosen to exercise fliose options to purchase most of their needs, tiie high 
^t martet prices experienced this summer would have afiected only a small portion of the wholesale 
power costs. We do not mean to suggest that spot prices are always higher than forward market 
prices. Indeed, because of cooler than expected weather in the east buyers in PJM that may have 
locked in prices in forward markets, based on the best itrfomiation at the time of their decision, 
ultimately jsid more for energy than the price that was available in flie spot maricets. The critical issue 
is choice and providing market participants with the tools to access the market in tire ways that best 
serve their needs. 
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We propose several oflier immediate markEtiefonns. We also identify certain other longer- 
term measures which need to be addressed 

Finalfy, because fte changes we are reqtriting here will take time to implement and the additfon 
ofnew supply is not imminent, we propose price mitigation measures throu^ December 3 1,2002. As 
noted earlier, a number of the chan^ that are required to ensure props' market functioning are witfiin 
the control of state agencies. We have identified those critical issues here as weB. It is imperativB that 
these matteis also be addressed during the period when price mitigation is in effect 

B. E ffiBgsed Immediate Measures 

1. ■ RecMirement to Sell Into an d Buy From the PX 

The Califimia Commission Restracturing Decision requited that the three lOUs sell all of flieir 
generation into and purchase all offiie energy requirement for their retail load ftom the PX''® Inso 
doing, the Califimia Commission established a mechanism to ensure that file lOUs could not wifiihold 
generation fiom the matket prior to the completion of divestiture and to value in a systematic way the 
above matket generation assets which the lOUs had not divested Sales at ftozen retail rates in 
conjunction with purchases at lower market prices created a revenue surplus firm which to write off 
stranrfcd costs and to transition to a regime of fiiHy competitive prices. The requirement, in feet, was to 
end on the earlier of March 31, 2002, or the date when the lOUs had written off all of their stranded 
costs. 


During file first fliree years of operation, a confluence of favorable temperatures and hydro 
conditions resulted in such low spot market prices that the lOUs were able to write off substantial 
amounts of stranded costs. Because of fiiese conditions and file valuation of their divested generation 
assets, file lOUs have eiflier written off or valued virtually all of their stranded costs. However, fliis 
past summei's experience and file Staff Report make clear that these fevoiable market conditions have 
evaporated A robust economy with little investiitent in capacity additions, hi^ tenqieratures 
fliroughout file West and little st?iply response have now resulted in power costs above the fi-ozen 
retail, rate levels. The lOUs' reliance on fiie PX, and, in particular, the California Commission's 
requirement that they bid the majority (towards of 80 percent) of their load into the PXs day-ahead 


‘"’iiiitiaUy, the PX administered only a Day-Ahead and an hour-ahead (Day-of) spot Matket 
Later, it added limited forward matketproducts. 

''^Section 368 of AB 1890. 

‘”The Staff Report indicalBs that over the past five years load in California has risen by 5,522 
MW while resources have increased only 672 MW. Staff Report at 5-8. 
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and hour-ahead spot markets “** created substantial short-term cost exposure and price spikes of such 
a magnitude flat market confidaice became virtmlly nonexistent The details of die Staff Report paint 
a bleak picture of an over reliance on a spot market in a circumstance of inadequate supply. 

Moreover, because the lOUs have now divested aibstantially all of their thermal genaation they are 
substantial purchasers of energy. Therefore, forced sales into the PX by the lOUs to prevent 
withholding are no longer necessary. 

As a result, we conclude that the requirement for the lOUs to sell all of their gmeration into and 
buy aU of their tequitanenls ftom the PX whether in its q»t or forward markets, is a significant factor 
contributing to rates that ate unjust and unreasonable, “ and we propose to declare it nul and void 
effective 60 days fiom the date of this order. Under this proposal, foe lOUs may elect to be their own 
Scheduling Coordinator rather foan maintaining the current structure where foe PX is foe Scheduling 
Coordinator for the three lOUs. Without fois buy/sell restriction on wholesale trarfe, foe lOUs are fee 
to pursue a portfolio of long- and short-temi resources and access whatever wholesale markets are 
suited to meeting foe needs of foeir retail customers (including bilateral markets, foe PX and o&ets 
such as Automated Power Exchange, Inc.) or by providing power ftom their own resources to serve 
foeir own load and self provirte foe necessary ancillary services. As an independent exchange, the 

PX will be free to design and offer foe services needed by market participants. 

While we are proposing to remove an encumbrance on wholesale trades, we note flat, 
currently, foe California Commission restricts foe lOUs' ability to procure forward products. These 
restrifoons prohibit foe lOUs ftom creating mutually beneficial long-temi financial contracts with 
generators and marketers, and these prohibitions can result in an increase in overall pxices, and the 
volatility of prrices, to consumers. 

2. Underscheduling of Load and Resources 


‘**While the lOUs have recently been auftrotced by foe California Commissim to use either foe 
PXs forward markets or the bilateral market, foe overall restrictions on foe total amount of forward 
purchases remaia 

‘”PG&E, SoCal Edison, and SDG&E still control 26 percent, 20 percent, and 1 percent, 
respectively, of in-state generation and purchase pxrwer contracts. 

®°The Staff Report reached a similar conclusion. Staff Report at 5-9 and 5-11. 

®*The lOUs own nuclear and hydro fetation whose variable operating cost ate 
approximately $16/MWh (for a nuclear unit operating at 88 percent capacity fector) and no fuel costs 
■ for hydro. E^egy letter dated October' 27, 2000. 
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ReKable and orderly system operations require te load and resource schedules be 
substantially finalized on a day-ahead or day-of basis subject to only minor adjustments to reflect 
more accurate information of actual system conditions as teal time approaches. As a result, the ISO 
operates a real-time energy imbalance market to su(^ unanticipated changes in load and resources. 
This balancing market was designed to accommodate approximately 5 percent of the total anticipated 
load 


The record indicates fliat fliete is a chronic pattern of underscheduling “ load and generation in 
the EX'S Day-Ahead and Day-of market As a result large amounts of load are not being scheduled 

with tire ISO and tire ISO is often in the position of procuring a substantial amount of energy to meet 
these needs in real time, hr some hours the ISO has been feced with acquiring rewards of 6,000 MW 
ofsystem energy needs, in real time.*® The ISO has reported that undBScheduling was 50 percent 
higher this summer than Are previous two summers. The cost ofout-of-market purchases treeded to 
balance load at the last minute rose to $ 100 million fliis summer con^ared to about S 1 million last 
summer. Uiidetsdieduling has caused the ISO's operating personnel to call upon energy fiom capacity 
that had been procured for Operating Reserves. As a result, this reserve capacity has been diverted 
fiom its intended purpose - protecting against foe loss of a component of the system. In addition, foe 
unrfascheduling resulted in 39 stage-one and stage-two emergencies between June and Augist 2000, 
and 13,500 MWhs of load was curtailed ** The combination of these problems places even mote 
pressure on system operators. 

As a practical matter, foe ISO is often not simply providing foe real-time services needed to 
operate a transmission system and balance foe market, but is actually forced to operate an energy 
market and to become a market participant in order to make last minute purchases as a srqjplier of last 
resort. The PX Day-Ahead and Day-of Markets were designed as spot market exchanges; foe ISO's 
teal time market was not intended to provide this function. Undeischeduling puts system reliability at 
risk and creates a stranger sellers' maket and higher prices as real time approaches. In an attempt to 


“The PX Day-Of Market is ftre hourly energy market that is scheduled with the ISO at least 2 
hours in advance of teal time. 

“Underscheduling occurs when an entity schedules significantly less energy than its expected 
actual consutuSion. 

*'* Staff Report at 5-14 and 5-16. 

’^SsS — FERCat . 

**August 25 , 2000 Memorandum fiom Mr. Winter to ISO Board of Governors. 
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address this problem, we directed the ISO in tte August 23 Order to use a more forward approach in 
. procuring these energy needs. 

As discussed above, fce elimination of fite h^r/sell requirement in the PX will allow for greater 
discretion for the lOUs to self supply or to procure resources in bilateral or other maricets for their 
energy requirements as well as necessary ancillary services. We believe that the existing 
uncfctscheduling problem is addressed in part by this revision to the market Weproposeto 
temporarily correct the current situation by limiting tire ISO to only the functions needed to reliably 
operate the transmission system, is„ provide a balancing service rather than tunning an enetgy market 
To address this reliability problem and to ensure that loads do not rely excessively on the ISO as the 
provider of last resoih we propose to establish a penalty charge for deviations in excess of five (5) 
percent of an entity's hourly load requirements. Loads in excess of fins deviation band that ate not 

scheduled in the Day-Ahead or Day-of Markets will be assessed a penalty charge of two times the 
ISO's real time enetgy cost for any purchase of balancing enet®’ during the hour. The penalty will not 
exceed SlOO/MWh fire actual imbalance cost plus $100), which jpproximates the cuitent charge 
assessed to undeischeduled load for replacement reserves. As to tire penalty, we have long set 
disincentive rales for emergency service at twice the standard rate, and we will ^ly that policy here. 

® As a firrther incentive to encourage accurate scheduling in flie Day-Ahead or Day-of Markets, we 
propose to direct the ISO to disburse at the end of the billing period all penalty revenues (revenues 
above costs) jaa lato to the loads diat scheduled accurately and that did not exceed the 5 percent 
deviation band for flrat hour. In addition, later in this order we propose to remove one of the financial 
incentives firr sellers to 6vor the real-time market by providing that suppliers in the real-time maiket 
receive either a capacity payment for replacement reserves or ener® payments, but not both. We also 
describe later in tins order auction modifications that should eliminate fire need for the ISO to go out of 
maiket to procure ener® needed for the balancing maiket As a result, loads when properly scheduled 
will be better able to access required supply. We believe that this more ortterly process for system 
operations in conjunction with tire ISO's use of forward contracts will better enable he ISO to reliably 
operate the transmission system. 

Underscheduling is a symptom of many of the otfier market flaws. “ Because our order 
addresses many of diese problems we expect he underscheduiing problem to subside. The ISO should 
consider oher market design changes hat would address underscheduiing. 


®''92FERC at 61,608. 

**We propose 5 percent because tiiis is the iimrinum amount that he ISO intended to balance 
in he real-time maiket for operating he transmission system. 

*’Sss, S&, Indiana Michigan Power Company, e{ al, 44 FERC f 6 1 ,3 1 3 at 62,078 ( 1 988). 

“See also Section C3. Balanced Schedules below. . . 
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3. Governance of fe PX and ISO 

The Commission conditiQnally authorized the establishment of the ISO and PX in November 
1 996. In that order, the Commission noted the accelerated schedule for commencement of 

operations and committed to dedicate flie necessary resources to accomplish that schedule. The 
Commission also expressed its intent to givB great weight to the views expressed in the California 
Restructuring Legislation, n® Commission's deference is most ^tparent with respect to the 
governance of foe ISO and PX. The parties had paoposed that foe ISO and PX would be governed by 
boartfc conpjsed of individuals residing in California who were chosai to represent various 
stakeholder classes (Ls,, transmission ownets, municipal entities, selleis, end-users, etc.), with each 
class having a specified number of voting lepesentatives. The Governing Boards would be responsible 
for broad operating criteria, raflier than chily decisions and fimctions, and members were to vote 
individuaily, not as a class. As initially proposed, the Oversight Board was intended to perform two 
ptimaty firnctiais: (1) establish nominating'qualification procedures for the ISO and PX Governing 
Boards, cfetemiitte file conqxtsition of Board representation, and select Board members both initially 
(Start-Up Function) and in foe future; and (2) serve as a permanent appeal board for reviewing ISO 
Governing Board decisions. 

The Comrttission accepted the proposed Governing Boards (as modified by foe Restructuring 
L^islation) except for foe proposed California residency requirement, finding them to be consistent 
with foe ISO Principles of Order No. 888. “ The Cornmission relied on the foot that no rare voting 
class would be able to block or veto actions and that no two classes together would be able to form a 
sufficient majority to make decisions, and on the codes of conduct that would govern board members' 
bdiavior. fa an effort to assist in foe advancement offoe California restmcturing process, the 
Commission granted limited authorization to flie Oveisi^t Board's Start-Up Function, subject to all 
detemtinations made by foe Oversight Board being filed with foe Ctmmission for final review.® The 
CommissiOT, however, was troubled by foe role firr the Oversight Board in the govemattee and 
operation of foe ISO and PX and foe apellate review of ISO Board decisions, because these matters 


"PQ&EH. 


^Sss Promoting Wholesale Competition Throu^ Open Access Non discriminatory 
Transmission Services by Public Utilities and Recovery of Stranded Costs by Public Utilities and 
Transmitting Utilities, 61 Fed Reg. 21,540 (1996), FERC Stats. & Regs, f 31,036 (1996) fOrder No. 
SS5), order on reh’g. Order No. 888-A, 62 Fed. Reg. 12,274 (1997), FERC Stats. & Regs, f 31,048 
(1997), order on reh'g Order No. 888-B, 62 Fed Reg. 64,688, 81 FERC H 61,248 (1997), order on 
IshSi Order No. 888-C, 82 FERC H 61,046 (1998), affd in relevant part sub nnm. T tansmksion 
Access Policy Study Group, a i v. Federal Energy Regulatory Commission, 225 F.3d 667 (D.C. 
Cir. 2000). 


®77 FERC at 61,816-17; 81 FERCat61,453. 
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waB - and remain - within our exclusive jurisdiction. ^ Consequently, the Commission stated that the 
continuing fimctions of flte Oversi^t Board estabKsted by fte Restructuring Legislation would conflict 
with our statutory duties unda the Federal Power Act and could not remain a part of the proposal. 

The Commission recognized, however, that states have a legitimate oversight role with respect 
to traritional retail matters such as: protecting the welfce of tfie state's retail consumers and citizens; 
protecting the reliability of electric service to Califimia retail consumers; ensuring the arfequacy of the 
generating and transmission resources necessary to adiieve designated planning and opraating reserve 
criteria to ensure acfcquate service to end-use consumers; monitoring whether the Gilifotnia retail 
electricity market is a well-fimctioning market and delivers tire public benefits for which it was 
(feveloped; and ensuring that the ISO and PX keep retail consumers adequately infomied of matters 
affecting retail electric consumas. The Commission further stated that this role would not corrflict with 
its jurisdiction and would address state-jurisdictional matters. “ 

The Oversight Board subsequently filed a petition for declaratory order requesting that the 
Commission declare flrat a bill pending in fire California Senate (SB 96 ), modi^ring fire Board's duties 
under the Restructuring LegislatiOT, if enacted would resolve the Commission's concans about its role. 

Rather than giving foe Oversight Board confirmation power over all members of the ISO and PX 
Boards, SB 96 afforded foe Oversi^t Board confirmation rights over a limited numba of members 
rqrosenting primarily end-users, and addressed the residency requirement In addition, foe stmctural 
composition of foe Governing Boards was to be modified as soon as another state were to participate 
in the ISO and PX SB 96 provided that California could change foe ISO and PX Governing Boards 
into non-stakeholder boards, subject to filing revised Bylaws wifo foe Commission. SB 96 also limited 
foe function of foe Oversight Board as an rqjpeal board to ISO decisions regarding eight distinctly state- 
retail matters. “ In foe Oversight Board d^ion, we accepted, as consistent wifo foe FPA, foe 
Oversi#t Board's limited interim appointment function and limited appellate review ri^ts set forth in 
SB 96. 


“S« 77 FERC at 61,818. 

‘®8 1 FERC at 6 1 ,45 1 -53; sss aJsQ California Power Exchange Corp., si aJ., 85 FERC 
161,263(1998). 

‘<‘85 FERC f 61,264 at 62,068. 

‘ ^See California Electricity Oversight Board, 88 FERC H 61,172 (1999), reh'g denied . 89 
FERC U 61,134 (1999'). a ppeal docketed. Western Power Trading Forum, stal, v. FERC, No. 99- 

‘*These state-retail matters inchrded, e,g„ state fimctions assigned to foe ISO and PX under 
state law, matters pertaining to retail electric service or retail sales of electric enogy, and open meeting 
standards and meeting notice requirements. 
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Events over (he past two years increasingly have maiJe clear that the ISO Governing Board has 
such difficulty reaching decisions on tfie con^ilet and divisivB issues consenting it that it has become 
ineffective. The StaffRepott comments on thK deficiaicy. ® For example, fiom this Commission's 
persp«nive, ancillary services are a critical part of a conqietitive market However, the ISO's redesign 
of its Ancillary Services markets, which was intenefed to be a global, conpehensive effort to be 
inirlenKnted within perh^ nine to twelve months, has been qyroved and implemented in piecemeal 
&shion over a very long temi. Similarly, the ISO's reform of its congestion management pogram has 
been embroiled in dissensiffli and posgxrned beyond a reasonable lengfli of time. ™ Most recently, the 
ISOs efforts to address ftis summer's price abncamalities could not be resolved by its Governing 
Board The ISOs October 20, 2000 submission in this proceeding was not submitted to the Governing 
Board for its consideration. A news report quotes the ISOs President and CEO explaining that no 
consaisus legardu^ market mitigation proposals could be developed '”51006 everyone had a difierent 
concern or a different icfca for how to change the market" 

hr arkStion, over the course of this summer, it has become apparent that the Governing Boards 
are not fonctieming as they were intended to. Members of foe ISO Board, in particular, have come 
under undue pressure from various sources, notably regarding votes to change the purchase price cap 
level One manber even felt compelled to resign, and her parting words encouraged her colleagues "to 
find foe determination to stand for foe principle that foe ISO must be independent of manipulation by 
any market participant'' Several ofoer members also noted pressure "from people foat are very 

powerful." The Staff Report found indications that foe Boards have been susceptible to influence by 

market partidpants, particularly by foe interest foat they represent ’■' Even Califimia auftorities have 
concerns about foe Boards' independence. A joint Report to foe Governor aufoored by foe California 
Commission and foe Oversi^t Board notes foat foe ISO and PX "are governed by boards whose 
members can have serious conflicts of interest" ” 


‘’staff Report at 6-17. 

™September 12, 2000 Meeting, transcript at 107, 108 and 127. 

’’"Cai-ISO Asks FERC for Forward-Looking Market Fix," The Energy Daily. October 23, 
2000, p. 2. SSS aiSQ "Divided Cal ISO Postpones Action on Fixes. " Power Markets Wee k. Oct 9, 
2000, pp. 1, 18-19. 

’^Letter of resignation of Camden Collins, dated July 3, 2000. 

’’California ISO Board of Governors Meeting minutes, 28 June 2000, p. 89. 

’‘‘Staff Report at 6-17, 6-18. 

’’California's Electricity Options and Challenges: Report to foe Governor, Executive Summary 

(continued..) 



557 


Docket No. ELOO-95-000, gt al - 28 - 

On this record, we have no choice but to conclude that the existing California ISO stakeholder 
board is ineffective and must be modified. TTre ISO is an institution that is central to file functioning of 
wholesale power maikets in the West and, unless it is able to resolve matteis in a timefy manner and is 
indepentfail firom market participanls, we cannot be assured that rates, terms or conditions of its 
jurisdictional services will be just, reasonable and not unduly discriminatoiy or preferential The 
transmission assets that the KO operates are a critical part of the interstate transmission grid located in 
the Western Interconnection which provide essential siqrport to the electric market Any fellings by file 
ISO in its obligation to ensure reliable operation of the transmission grid would have grave 
consequences &r fire residents and business in the Western states. Operation of this interstate 
transmission grid must be controlled by an expert board which is See fiom the influence of any maiket 
participant or maiket segment 

We have similar concents about the indepenctence and effectiveness of the PX Board The PX 
was created to accommodate California's retail access program. However, as discussed in detail 
below, effective 60 days fixim the date of this order, we propose to lift file requirement that the lOUs 
sell into and biiy fixtm flie PX Consequent^, there is no longer any need for a stakeholcfer body to 
govern the PX; it may be operated as any other power exchange by independent directors. 

While we are proposing to require the removal of the current boards, we recognize that fire 
management of both file ISO and PX have performed admirably working under extreme circumstances 
and within the system dictated to them both during the initial statt-up phase and more recent^ fhrou^ 
the extreme conditions of the summer. We also recognize their tireless woik with the stakeholder 
boards, a situation fliat was also dictated to them. In oirier to ensure a successful transition, it is vital 
that continuity of management be maintained 

We propose in this order that the currait stakdiolder boards be replaced with non-stakeholder 
boards effective 90 days after the date of this order. Under this proposal, in order to accommodate 
fiiis scliedule we will require that each new independent non-stakeholder board consist of seven voting 
membeis with the President (or CEO) as a voting riKmber. The six other voting membeis will be 
selected by the current boards of the ISO and the PX , fiom a separate slate of candidates for each 
entity prqiared by an independent consultant The consultants are to be selected by the CEOs of the 
ISO and PX The Boaids should include members wMi experience in corporate leactetship (at the 
directcr or board level) or professional expertise in either finance, accounting, engineering or utility law 
and teguiatioa The PX board should include members with expertise in areas of commercial markets 
and trading. The ISO board should include membeis wifli experience in the operation and planning of 


^®(...continued) 
at 3-4 (Joint Report). 

^®As noted in Order No. 2000, which expanded on our Order No. 888 ISO principles and 
experience with ISOs, independence is file bedrock principle of RTO foimation. 
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ttansmission systems. To allow suiScient time fra" this transition to occur, we propose to require the 
current ISO and PX Governing Boards to vote in new independent, non-stakeholder Ijoard members 
selected fiom the consultanfs slate of candidates and disband the existing stakeholder boards within 90 
days fiom the date of this orcfer. We emphasize fcat the sole responsibility of the existing boards in the 
selection process is to pick fiom the slate of qualified candidates identified by the independent 
consultant 

The ISO and PX have well-established market monitoring units and indepairfent surveillance 
committees that monitor their respective markets. This monitoring function focuses on trading activities 
and structural fectors. In the October 30, 1997 Order, we accepted the ISO and PX proposal 
allowing market retorts to be filed directly to regulatory agencies. ” While flr^ entities currently have 
the disoetion to file their reports diiectly with tire Cbmnrission, we propose that effictive 60 days alter 
the date of this order that all ISO and PX market reports be filed by the ISO and PX with the - -- 
Commission at the same time that they are released to their respective boards. ™ This lequirematt will 
allow the Commission mote timely information on rrrarket bdravror. 

4. Interconnecti on Procedures 

While siting issues are not within this Commission's jurisdiction, we note that tariff 
interconnection policies are. Further, we note flrat standard procedures to fedlitate the interconnection 
of new generators or existing generators seeking to increase the rated capacity of flreir fecilities are 
needed in California, hr this regard, we find that the ISO tariff lacks any such pocedures and we direct 
fire ISO to file getreiation interconnection pocedutes no later than sixty (60) days after fire Independent 
Board is seated This will ensure that the Comtrrission may facilitate the matters under its control in a 
timely irranrrer. 

We believe that current stirrcture in Califisnia also requires a number of longer-term reforms. 
While the Commission is not dictating any particular revision we pnpose to direct that the following 
issues be addressed 

1. Reserve Requirement 

Adequate teserves to ensure system reliability is closely related to establishing a price ftp elicits 
a supply response. Matters of planning reserve and reliability are ill- 


’’SIFERC at 61,552. 

™This requirement is consistent wift fte lecomrrrendation in the Staff Rqjort 


at 6-18. 
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suited to the lag inherent in a market response to shot siqjplies. Attracting sufficient supply to maintain 
prop®' reserve requirements well benefit 6can the inposition of planning resave requirements to 

be met from forwardmarkets. Stppliers would be able to build capacity with fte financial assurance of 
long-tenn contracts and would be less tempted to wait until spot prices were driven up by low reserve 
levels. We direct the ISO and ftie Load Serving Entities in California to consicter what market rules are 
needed to ensure that sufficiait stpply is available to meet loads and reserve requirements. 

2. Alternative Arrion Mechanisms 

In tinMS of acfcquate suppfy the single price auction disciplines jmces by encouraging suppliers 
to bid their marginal costs so ftat fliey can be selected for dispatch and be paid foe clearing jsice. 
However, in times of scarcity foe single price auction can exierbate the effict of supply shortages by 
allowing sellers who have small market shares to set the clearing price. Not only is foe sella 
transformed into a price setter ratha than a price taka, but foe roulting price is ascribed to the entire 
market We are concerned that given foe current market in California, foe single pice auction may 
place little or no discipline on sellers during times of shortages by minimizing foe risk of strategically 
bidding a anall amount of supply for foe purpose of raising foe price of foe entire market It is for fooe 
reasons foat we propose to mitigate prices by eliminating the use of a single price auction at prices 
above $150. While our poposed marka reforms will mitigate some of foe efficts of foe single price 
auction, we believe that fiirfoa study of this issue is desirable and direct foe PX and foe ISO to 
consida, during the 24 month window, whefoa alternatives to foe single price auction which minimize 
foe ability of sellers to bid for the purpose of setting foe clearing price may be appropriate. 

3. Balanced Schedules 

We are also concerned that some of the undetscheduling problems may be a result of the 
existence of many individual scheduling coordinators that are required to submit balanced schedules to 
the ISO. We therefore direct foe ISO and foe PX to pursue establishing an integrated day ahead 
market in which all demand and srgjply bids are addressed in one venue 

4. Erfoanced Marka Mitigation 

We direct the ISO and the PX to consida less intrusive, narrowly tailored market protection 
mechanisms. Such mechanisms could take the form of the ex ante identification of conditicms or 
behavior that would trigga specific market mitigation actions. 



h California Independent System 0{^tor Coro. . 90 FERC K 61,006 (2000), the 
Commissicm found foe ISO's existing congestion management structure to be flawed, and on that basis, 
we directed the ISO to develop and submit to foe Commission a cpmprehaisive congestion 
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management letteiga Moreover, we stated that such a redesign should be pursued with input fiom ai 
stakehoicfcr groups, as weE as tom the ISO's Market Surveillance Corfimittee. The reform efforts 
have been the subject of extaisive public review and comment which are nearing completion, and a 
submission is due to be filed in the near future. 

More recently, in the August 23 Order, we stated that we would defer any consitteration on the 
merit of fee ISO's congestion management structure until the earlier of fee ISO's filing of its refonn 
proposal cr fee date which fee Commission issues a si^Iemental order in this proceeding. Whfle we 
consicta- fee ISOs congestion management reform efforts to be crucial, we now believe that feis 
particular aspect of the Cali&mia market is not a significant source of fliis summer’s hi^ prices and 
volatility. ” 

We are however concerned about fee delay caused by fee existing ISO Board on this matter. 
Therefore we ditect fee new Independent ISO Boid to file its redesign proposal no later than sixty 
(60) days after fee Inrtependent ISO Board is seated with an implementation (fate as soon as possible. 
The current congestion management system is fimdamentally flawed and needs to be overhauled or 
replaced This market redesign is crucial for providing transmission schedules that are based on 
physical reality and accurate price signals for fee siting of new generatioa Therefore we will require 
that fee proposal, at a minimum, inclutfe a meaningful number ofzones feat significant^ address 
congestion on fee systenr In this regard we also require that fee proposal provide a comparison vrith a 
nodal energy price fxoposal (is. locational marginal prices for each bus or node on fee grid). We also 
expect fee ISO to conduct a periodic (annual) review to evaluate fee accuracy of fee zones for 
congestion management We will take any requisite action on that proposal at fee time it is filed in a 
separate proceeding. 

6. Demand Response Program 

As fee Staff Report observed fee difficulty wife current demand response in California is feat it 
is driven by administrative directive, not market prices. (Staff report at 5-21). We direct fee ISO and 
Scheduling Coordinators to consider demand bidding programs in which loads can bid offers of 
demand reduction directly into the market to corrrpete wife offers of supply . 




As discussed earlier in feis order, California is physically integrated into an extensive interstate 
transmission grid and has therefore been part of a western electricity market for a long time. 

California's markets will never realize optimal performance until fee impediments to efficier;t lailization of 
fee regional transmistiion grid are eliminated and fee regional interstate transmission sj^tem is designed 

™In this regard we note that none of fee recent reports or analyses of fee events of fee summer 
cite to fee current congestion management structure as contributing to fee hi^ prices. 



561 


Docket No. ELOO-95-000, SI al- -32- 

in such a way that it supports transparent, competitive Western bulk power rnaikets - - markets that 
si^ipoit al of the wholesale products Califcmiarecptes, maikets that remove impediments to 

efficient imports and exports, markets fliat eliminate'rate pancaking and aDow California to access more 
distant markets at a lower cost, markets that undertake regional transmission planning to aisute that the 
needs of California are considered when transmission expansions in other states are consittete4 and 
markets that allow regional market hubs like Palo Verde to ttevelop whae new generation can be 
located to serve multi-state markets. The Commission's RTO initiative is a response to fundamental 
changes in Are electrici^ iraiustry over the last 20 years. When fully implemented, RTOs will provide 
for operation and planning tot will ensure consumer benefits for Californians and the citizens of other 
Western states. The problems being confixmted in California can, in many ways, be traced to the 
continued balkanization of the Western grid and to absence of a true RTO with regional scope. The 
actions we have taken in this order ate fully consistent with Order No. 2000, and nothing in this order 
relieves to ISO, PG&E, SOCal Edison or SDG&E fiom their obligation to make a filing in comptace 
wifii Order No. 2000 on January 17, 2001. We expect tot the matters addressed in this order will 
move to California market tovrard meeting to significant objectives of Order No. 2000 and that fliese 
long-term market refisms will fiicilitate California's transformation into a properly sized and functioning 
RTO. 


D. Price Mitigatinn and Refimds 

The Commission has found in fliis proceeding that to existing market structure and market 
rules, in conjunction with an imbalance of supply and demand in California, have cairsed and, until 
remedied, will continue to have to potential to cause, unjust and unreasonable rates for short-term 
energy during certain time periods. While to StaffReport lists a number offectors that legitimately led 
to hi^er prices last summer ,*® it also recites market design problems that contributed to hi^ prices 
and tiiat may have provided incentives for to exercise of market power or otherwise led to highet than 
competitive prices. As long as a flawed market design remains in efect, to possibility for non- 


*®The StaflTReport cites, for example, to increases in natural gas costs ($2 per MMBtu to $6 
per MMBtu January 2000 to September 2000); increases in to price of NOx credits ($5 pa: poimd to 
over $40 per pound January 2000 to September 2000); foctors contributing to scarcity of power to 
meet demand such as lower than expected hydroelectric ou^ut and unplanned power plant outages; 
unusually high temperatures; tight reserve margins; increased demand for energy; reduced imports fiom 
outside California. SeeStaflfRepottatpp.5-2to5-7. 

*'The Staff Report cites market design problems including lack of forward contracting, 
inadequate demand response; underscheduling; and use of a single-price auction to establish price. See 
Staff Report at 5-9 to 3-18. The report shows that tfcsign problems may have provided incentives for 
to exercise of maricet power. See Staff Report at 5-9 to 5-26. While findings of specific exercises of 
market power are not in to record, to Staff Report refers at p. 5-20 to to analysis of the Market 

. ■ ■ (continued...) 
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competitive prices wil continue to exist Acctadingly, pursuant to our statutory responsibilty under 
FPA section 206, the Commission not only must "fix" those areas of market design tfiat are witiiin its 
jurisdiction and that ate causing the poteritial firr unjust and unreasonable rales (i.e., require 
modifications of existing wholesale market structures and market rules that are impeding a con^titrve 
price), we must also provide measures to assure that rates remain just and reasonable until such time as 
the proposed longer term market remedies can be efifectoated. 

Below we address two components of protecting ratepayers against unjust and unreasonable 
rates. First, we acUress price mitigation measirres that will remain in effect fra: 24 months, which is the 
time necessary to effectuate all tire longer term market strucHtre and market rule changes being 
required. Secon4 v/e address the refund liability of public utility wholesale sellers in the ISO and PX 
markets who-may have the ability to charge unjirst and unreasonable rates during certain time periods. 

1. Price Mitigation Measures 

Between 1996 and 1999 California added about 700 MW of generation while its peak load 
grew by some 5,500 MW fueled by an anmral population growth of 600,000 people and a robust 
economy. As a rKult, Califrania’s recent peak load and its available installed c^iacity (ie„ in-state 
c^racity not down for maintenance) are effectively equal at about 45,000 MW; is., there is often 
barely enou^ siqrply to meet demand. This leaves California vulnerable to price spikes caused by 
even small sunrliers who, rrnder ti^t sigrply conditions, can affict tire PX arid ISO market clearing 
prices. These conditions can allow the exercise of market power. “ These hi^er spot market jsices 
in turn affect the prices in forward markets. While Calrtimia has 8,000 MW of import curability, 
WSCC reserves during peak hours in May and June dropped to about 5 percent, compared to 
forecasted planning reserves of 1 7 - 20 percent issued earlier this year, and therefore less energy was 


*‘(...contitrued) 

Sirrveillance Committee (MSQ of the ISO, which estimated a significant degree of market power being 
exercised in California markets for the period October 1, 1999 to June 30, 2000. The MSC estimated 
prices for must-take energy otter the entire period were 36.3% hi^er tiran tiiey would have been uniter 
competitive conditions. For the last month of tire sample, June 2000, fliey estimated that prices were 
64.6% hi^s- than they would have been under competitive conditions. The highest previous monthly 
market power inctex was in June 1998, when prices were estimated to be 39.9% hi^er than fliey 
would have been under competitive conditions. Average prices in August were fairer than in June. 
While costs such as gas and NOx emissions rose, the report states flat fte numbss suggest tliat market 
pow® may have been exercised in June. Wifli respect to all of the references in this footnote, the 
standard used to evaluate market power was bids above short-run marginal cost 

*^Staff Report at 5-19. 
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available for purchase from out of state. In addition, as virtually all teports on this market conclude, 
thae is at ptesent little demand responsiveness to jsice. Accordingly, we propose price mitigation in 
order to allow sirfficient time for the taplementalion of foe remedial measures we are proposing to 
orda- herein as well as foe development of additional sitoply and demand response measirres. As 
discussed, Ms, foe price mitigation measures will be in effect for a period of 24 monfos. 

First, we have proposed to fiee foe lOUs of the trade restriction of selling al of their 
genaation into and br^ring al of foeir suf^ly fiom foe PX. This permits foe lOUs to avail themselves of 
foe bilateral market and forward markets and foe ability to selfsitoply. hr so doing, foe lOUs now 
have foe ability to mitigate their own prices, and minimize foeir ejqxjsure in foe spot market Second 
requiring California market participants to Reschedule all resources and loads with the ISO coupled 
wifo a penalty on all energy transactions of greater foan 5 percent of the prescheduied amount should 
greatly reduce foe amount of siqtply traded in foe real-time market and, thus, will shelter Californians 
fiom foe huge exposure to spot prices experienced this summer. 

We propose to inclement a terttyorary modification to foe single price airfons of foe PX and 
foe ISO. A significant foctor causing high prices in California was foe feet that every MW in foe market 
is priced at the market clearing price. We propose that, effective 60 days fiom the date of this order, 
for all short-term markets operated by foe PX and foe ISO (including foe Replacement Reserve 
Market), foe single price auctions be used for all sale ofes at or below $150. This auction 

modificahon irtqxises no limits on a seller's bid and only limits which bids can set the clearing price. The 
single market clearing price will be used for foe amount of load which clears at or below this amount in 
the auctions. To foe extent an auction does not clear at or below foe $ 1 50 bid level, sitypliers who 
choose to bid above $ 1 50 will be paid foeir as-bid price. These prices will be averted and billed to 


*^Ptice movements in California Electricity Markets, Analysis of Price Activity: May - July 
2000, California Power Exchange, p. 17 and 25. Cambridge Energy Research Associates (CERA) has 
concluded that a significant rise in spot prices can be expected when reserve margins decline below foe 
15 to 20 percent range. The Summer 2000 Spot Electricity Markets Outlook; Divergent Trends in 
Price Volatility, GERA, Lawrence J. Makovich and Josqfo Sannicandro, July 2000. 

*^In order to encourage foe erqransion of Demand Response programs, we will not extend this 
market reform to bids for load response. 

*^For example, if foe hipest bid selected in foe ISO real-time market is S75/MWh, this will set 
the market clearing pice and all sellers will receive $75. This is foe same pricing algraithm that is used 
now. Howevor, if foe highest bid selected is SlbO/MWh and foe second highest bid selected is 
$75/MWh, foe supplier bidding $160 would be paid $160/MWh for foe amount it suppliefo and foe 
market clearing price for all ofoer sellers would be set at $75/MWh. In addition, as discussed below, 
foe supplier receiving $16(MMWh would be required to report that bid to foe Commission and provide 
certain cost informatioh to the Commission 
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all the load which was siqtplied in the auctioa Allowing generators to receive their as-bid price 
should permit-generators whose costs exceed $150 to paitidpate in the market and continue to attract 
hew supply by reflecting in prices the true cost of scarcity. ^ This pricing method takes care to mitigate 
prices by reflecting a price to seDos at the margin which signals he supply and demand conditions 
rather than revetting to a traditional cost of service basis (Le„ a regulated price which reflects the cost 
of all assets without any regard to market conditions). This is cmciai in order to induce new siqrply. 
Bids using this modified single jiice aiBtion will continue to be disciplined by low and moderate cost 
supphets bidding heir marginal costs at times oflier than shortages to ensure fliat they are chosen for 
dispatch and can receive fire clearing price. At times of shortage, we will discipline prices through 
rqrorting requirements and monitoring as discussed below. 

We propose to require the PX and the ISO to report confidentially to the Commission on a 
mtaithly basis ai bids (boft fw public utilities and rwn-ptiilic utilities) in excess of $150, inchidir^ the 
name of the seller, the price and amount of MWs covered by the ofe, the hour(s) covered by he 
offir, fee bid sufficiency in fee market (Le, fee total amount bid compared to fee amount needed), and 
fee load at fee time of fee offer. The ISO also must report unit availfeility data for all Participating 
Generators. The first report must be filed no later than February 15,2001 for fee period January 1, 
2001 throu^ January 31, 2001, and subsequerrt reports must be filed no later fean 15 days after fee 
Old of each monfe This will permit ftie Commission to monitor fee eflfectiveness of fee $150 
breakpoint and any attempted exercise of market power by fee market participants. 

In addition, to adequately monitor fee corr^retitiveness of markets drrring fee 24-monfe paiod 
and ensure just and reasonable rates during fee time it takes to effectuate fee longer temt structural and 
market rule remedies, we propose to condition the public utility sellers' market-based rate authority by 
requiring each seller to file on a weekly basis each transaction in fee ISO and PX ^t markets that 


** This fffoposed market redesign will also tpply to fee ISO's Replacement Reserve Capacrty 
Market wife one modificatiorL In certain instances, a siqrplier may potentially receive both a c^racity 
and energy payment Therefore, fee capacity payment for replacement reserves will be contingent on 
whether fire sillier is called on to produce energy, hr feat event fee supplier will receive only fee 
energy payment 

^ The lOUs have divested most of their fossil fetation and, as a result, now own mostly 
hydro and nucl» generalion wife runrring costs of less than S2(FMWh. However, gas is fee marginal 
fuel in California and, feerelbre, we expect to see bids above SI 50 under some market conditions. We 
intend here to morritor these bids, not to prohrhit them. We also fully appreciate that high cost suppliers 
will bid a margin ^xrve their variable costs as a needed contribution to their fixed costs. The Staff 
Report concludes that at times of peak demand running costs can be in fee range of $160 to 
$200/MWh for some units. Staff Pveport at 3-21 and 5-3. In addition, fee PX report (at page 30) on 
price activity May/July 2000 indicates feat variable costs during peak periods can approach 
$500iMWh for some units. 
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exceeds $ 1 50 effective sixty (60) days after this order. We propose to require all transactions for fee 
prior week to be filed on a confidential tasis to the Cbnimissiorfs Division of Energy Maikets in a 
single tqwrt submittedon fee, Wedhesd^ following the end of the tiansaction week (ending midnight 
Sunday). These maiket data should include the name of fee seller, fee price and amount of MWs 
covaed by the teansaction, the hour(s) coveted by the tiansaction and the incremental generation cost 
The filing may also identify legitimate qppoitunity costs fliat are known and verifiable that the seller 
consitfaed in developing its bid, is,, prior to the transaction. These data will be used to monitor prices 
on a more current tasis, in orcfer to detect potential exercises of maricet power or otherwise non- 
competitive maiket prices and to adjust transaction fxices, if necessary, to establish just and reasonable 
rates. 


We lEcogiBB that some parties have offered alternative price mitigation measures and our 
decision here is’ infermed by those ahemative proposals. We believe that a comparison of the major 
attributes of some alternatives that have been pofeed shows that the option we have selected is 
appropriate. For example, some parties propose that bids into the single price auction be capped at a 
qiecific level Recognizing that tte single price auction magnifies the inpact when the maximum bid 
does not reflect the conpetitive outcome, by piaying that same price to all sellers in the maiket, 
piroponents of feese measures seek lower and lower ceilings to reduce the economic consequences. 
However, ceilings set too low can also have severe short-term and long-term consequences on the 
maiket Recognizing these concerns, some alternative piropiosals would include load-differentiated 
price cps that are indexed to estimated load and changes in input costs. These piropiosals, however, 
introduce significant complexity into a market that is already in dire need of simplificatioa We believe 
that our ^ipiroach addres^ fee concerns feat underlie feese alternatives. 

We select $150 as the level above which we will require reporting and increased monitoring 
because fliis level is indicative of high demand. Our review of the bids that cleared in the PXs Day 
Ahead maiket in August tells us feat bids exceeded $ 1 50 in about 45 % of the hours in fee month. All 
feese bids were in fee pieak hours of about 10 AM to 10 PM. The PX Deficiency Report also shows 
thatduringftehouisof 11 PM to 6 AM prices exceeded $100 nearly 75 times or about 10% of the 
hours of file month and about 30 % of fee off-peak hours. We intend to rely on the single price auction 
to discipline prices in off-peak hours when supply should be adequate. 

We must also take care not to place our breakpoint so high as to provide little or no mitigation 
other than in periods of extreme weather conditions such as California faced in August Our review of 
the bids which cleared in the PX Day Ahead maiket for September, when the heat wave subsided, 
indicates the use of a hi^er break pxiint of $200 would have reduced price mitigation to 9% of the 
hoars. 


Our selection of the $150 breakpoint is also infbnned by the running costs of fee gas-fired 
generaficHi which is and which we expiect to be on the margin in Califbmia. Selecting a brealpoint 
which is below or barely exceeds the running costs of new entrants is not in fee interest of consumers. 
In this critical regard, we have also selected $150 because fee Staff Report indicates that the running 
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costs alone of gas-fired generation often exceeded $100 during the Summer, and our review indicates 
thaLthey have not substantially abated 

We have also decided not to propose indexing the SISO to ^ and NOx cost changes in the 
future. We believe that maiket entry is promoted by sinylicity, transparency and stability in pricing 
rules and therefore, intend to avoid the uncertainty inherent in varying fliis figure. To Are extent these 
costs abate to some degree, we et^iect to see a fevorable supply response. There is little sense in 
increasing our reporting requirements at the very time Are market is self correcting. Conversely, the 
$ 1 50 breakpoint is some $60 above current gas and NOx costs for a combined-cycle plant 
Accordingly sippliets should be able to absorb some rise in gas and NOx costs and still have the 
option of bidiing at the $150 level which does not trigger reporting and monitoring. 

We also select $150 as a reasonable benchmark for the cost consequences of a ti^t siqrply. 
Existing gas fired units ** were operated at imprecedented levels, driving vp the price of NOx emission 
allowances from around $6/lb. to over $40/Ib. at die end of August *** hr addition, gas prices have 
risen fiom $2/MMBtu in the spring to about $&MMBtu now. The $150 figure will accommodate 
these margina] running costs fiir a combined cycle generating unit and pennits seme contribution to fixed 
costs . ** As a result, existing suppliers and new entrants whose marginal costs allow firem to bid wittiin 
these parameters will not be burdetied by reporting requirements. This will minimize our intrusion in 
these markets and should attract new suppliers. Those srppliers who cannot accommodate tiieir 
financial needs at or below this breakpoint will be paid die as-bid price, but will be required to report 
so that we can monitor their bids. 

Prices based on traditional cost of service are incompatible with fostering a competitive maiket 
because the cost of the assets will not reflect supply or demand conditions. In choosing our price 
mitigation approach, it is our intent to guide these markets to selfcorrect, not to reintroduce command 
and control price regulation Monitoring bids above the $150 brealqxiint will allow Are market to 


**Natutal gas conprises about 55 percent of California's fuel mix. 

^’StaflfReport at 3-21. 

’“Average California regional gas prices peaked at about S6/MMBtu in S^tember and are 
trending down toward $5/MMBtu. Natural Gas Intelligence weekly Gas Price Index, Vol. 13, No. 24. 
NOx costs for Are San Diego area have remained above $4Mb. Cantor Fitzgerald Market Index, 
October 25, 2000. 

” A combined-cycle generating reiit wifii a heat rate of 10,000 BTU/KWh will incur fuel costs 
of$50/MWh, and NOx emission costs of SWMWh. The remaining $60itMWh will permit an 
investmort payback of 5 years if Are unit is selected for dispatch at Are $ 150 level about one-flrird of tire 
time (i.e. 8 hours per day). Selection for one-fourth of the hours worid permit a ten year payback and 
selection for one-fiflh of Are hours would permit Arirty (30) year payback. 
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respond over the next 24 monfts by ensuring tot prices reflect the cost of scarcily while allowing us to 
mitigate potential market poww. 

Above we establidied monthly reporting requirements for the ISO and PX and weekly 
rqxttting requirenKuls for certain sellers etfective upon issuance of orrr final order. We are ato 
concerned about to market perfetmance between to rsfiind effective date and when our final order 
becomes effective . Therefore, for this period we propose to establish to same reporting requirement 
on to ISO and PX with respect to bids that exce^ $150. The ISO and PX reports will be due no 
later than January 30, 2001. 

We expect tot standardized electronic filing of these reports would fecilitate processing of this 
informatinn and we will finalize our guidance on this point in our final order. 

2. Refimd Liabilitv of Public I J tilitv Sellers in to ISO and PX Markets 

A. Rsfiind Liabilitv For to Period October 2. 2000 Through December 31. 2002 


The Commission has specific authority in section 206 to order retunds, if it deems them 
appropriate, fiom to tefimd effective date to a period 15 monto following to refitnd effective date, hr 
our August 23 order, we noted that tefimds were discretionary and that refunds may be an inferior 
temeify fiom a market perspective and not to fundamental solution to any problems occurring in 
Califomia markets. We further stated that while we must protect ratepayers, we do not intend to 
uncktmine to financial stability of public utility sellers and feat any decision on whether to irrqxrse 
refimd obligations would be based on our findings regarding just and reasonable rates and a balancing 
of consumer and investor interests. 

In our August 23 Order, pursuant to section 206 of the FPA, the Commission established a 
refimd effective date 60 days fiom fee date of our order instituting an investigation on our own motion 
into fee practices of the ISO and PX On September 22, 2000, SoCal Edison and PG&E filed for 
reheating of fins date, seekir^ a refund effective date beginning 60 days after the filing of SEKj&E's 
corurlaint in Docket No. ELOO-95-000. The Cormnission will grant SDG&E’s request to establish fee 
eariiest refund effective date permitted under section 206, which will be October 2, 2000. 

We are not now proposing to order any refunds. However, having now reviewed fee price 
volatility fiiat has occurred in California and fee flaws in to market design that can lead to unjust and 
unreasonable rates durir^ certain time periods, we propose that sellers remain subject to potential 
refund liabilty during fee period it takes to efiectuate fee longer tema remedies proposed herein. We 
must be vigilant fiiat market manipulation or other anticompetitive btovior does not occur and that the 
combination of market rules and srgjply shortage does not ofeerwise produce unjust and unreasonable 
rates while to flawed market design remains in eflfect Tnus, w conclude that not only is fee market 
monitoring through increased reporting, discussed previously, appropriate, but circumscribed refund 
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liabffily also is apfwjpriate. Therefore, if tie Commission finds tiat tie wholesale markes in California 
are unable to ptoiice competitive, just and reasonable prices, or fiiat market power or other individual 
seller conduct is exercised to produce an unjust and unreasonable rale, we may require refunds for 
sales made during tie refund effective period However, should we find it necessary to order refunds, 
we wil limit refirnd liability to no lower tfian tie seller's marginal costs or legitimate and verifiable 
opportunity costs. This will achieve an appropriate balance between ratepayer protection and the 
seller's ability to have an opportunity to recover its costs. 

Finalty, because the refund protection under section 206 will end 15 months following the 
October 2, 2000 refirnd effective die, and because we cannot be assured that rates will remain just 
and reasonable until longer term ranedies are effectuated we propose to condition the market-based 
rate authorizations of public utility sellers in tire ISO and PX makers on continuing a refund obligation 
until such time as tire longer tenn remedies are in place (as discussed herein, a period ending December 
3 1, 2002 ). Such potential refund liability, as discussed above, would be no lower than the seller's 
marginal costs or Intimate and verifiable rpportunity costs. 

B. Refund Liability for Period Prior To October 2. 2000 

The Commission has proposed in this order to remedy tire structural inadequacies of the 
Califijmia bulk power market as quickly and as comprehensively as possible. Nevertiieless, the most 
persistent request matte of the Commission by California officials is to return the ratepayers in the 
SDG&E service territory to tire financial cirormstances they weuld have experienced fliis past summer 
but fiw the series of problems in California’s retail, and by implication its wholesale, electricity markets. 
Such equitable relief would take the form of a retroactive refirnd of amounts in excess of just and 
reasontile wholesale rates. During the September 1 1, 2000 Congressional hearing in San Diego, 
members of Congress stressed the need fir relief for the citizens of that city.Consequentiy, the 
Chaitrttan of tire Commission, at that heating, agreed to have staff throu^y review the state of federal 
law as it pertains to ordering retroactive refunds of wholesale rates. 

The Staff Report, our own San Diego hearing, and all the Sets collected about this summer's 
market dysfunctions attest to the unanticipated hardship imposed on Califimia ratepayers. The rate 
shocks were severe and unanticipated by consumers. We understand tire distress of San Diegans, the 
concerns of their public representatives, and the adverse impacts on certain sectors of the local 
economy, but fiiese fectors cannot alter the limitations on tire Commission's aufliority to change rates 
tiiat were previously apfsoved, even if subsequently found to be unjust and unreasonable. The FPA 
and tire weight of coirrt precertent stror^ suggest that retroactive refunds are irrtpermissible in these 
circumstances. See Appendix E. The Congress has refiained during the 65-year history of the FPA 
fiom granting such autotity in part because of the uncertainty it would create in regulated wholesale 
markets for power. The FPA itselfwas created, not to redress traumatic and inecpiitable circumstances 
like this, but to provide rate certainty in a relatively static monopoly environment It may be argued that 
the (tynamic power markets of today may warrant changes in the Commission’s refund authority, at 
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. least for extreme circumstances, but that does not help the Commission today as it considers rate relief 
to the citizais of San Diego for the summer just past ” 

The economic distress of high rates is an immediate concern. However, the Commission 
believes ftiat real rate relief for California electricity consumers wiH be My leattzed in the State when 
sufficient new generation and transmission resources can be attracted and built and better demand-side 
responses can be prompted Only competitive markets will do these things. We believe it would be a 
mistake to revert to the kind of rate regulation that contributed to the decline in investment that clouds 
California's energy future today. On the other hand, the Commission recognces that market-based 
rates will only achieve just and reasonable rates where competition works effectively and market rules 
are effective and fair. The Commission can, and must, focus its efforts in this area. 

E ' Docket Nos. EROO-3461-000 and EROO-3673-OOQ 

Consistent with the above discussion, we will reject the price cap proposed by Ite PX and the 
purchase c^ amendment filed by the ISO. While the ISO purchase price cap has served to mitigate 
price volatility in both the ISO and PX markets, nonetheless it has served to disrupt the market by 
encour^ing seUets to stay out of the PXs auction and wait for die ISO to make the needed purchases 
on an out-of-market basis at the last minute. As we noted in the August 23 Order all fire PX and 
ISO markets are interrelated such that any significant modification to one market will affect fire other 
markets. Our fsoposed modification to the single price auctions is intended to establiA uniform pricing 
and remove incentives for the load and resources to participate in one market over anofoer. For this 
reason we will not allow, at this time, either the PX or ISO to implement changes that wUl disn^Jt tiris 
uniformity or to introduce new incentives in foe markets. Moreover, we are attempting to provide a 
period of stability in the rrrarket in order to encourage supply to enter foe market Therefore we will 
reject foe PX and ISO fsoposals. In foe interest of maintaining stability in the markets during foe 
transition prior to irtprsing foe instant market reforms, we hereby order foat foe current $250 ISO 
purchase csp remain in place at tiiat level until sixty (60) days ate foe date of this order. 

We will sunset all price mitigation on December 3 1, 2002. We conclude foat 24 monflis is 
sufficient to restore order to these markets. We discuss belo'v several critical market corrections which 


^However, given the new and dynamic oivironment, foe Comniissron is wiUng to explore any 
proposal for equitable relief provided foat it would ensrrre (hat California's electric markets remain 
capable of attracting investment while also mitigating foe severe financial conseqiKnces of last summer's 
high fsices. 

”92 FERC at 61,606. 

”We leave undisturbed foe ISO’s $100 purchase price cap for Replacement Reserves during 
this time period 
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must be addressed during the 24-month window and we discuss further the removal of die auction 
reform ate this ■24-tnonfh window. • ■ 

F. Actions Odiets Should Take 

In well functioning markets which exhibit ease of siqiply entry and demand response to price, 
consumers react to scardty by either demanding more sr?3ply or reducing demand Thecurrent 
situatian in California leaves us feced with little stpply entry and essentially no demand response. The 
StaflFReport documents that this phenomenon contributed to hi^ prices in a sellers' market which were 
not sufficiently disciplined by sq^ily and demand responses which consumers usually make in setting a 
scarcity price. It is for fiiis very reason that we have adopted a price mitigation which reflects a 
measure of scarcity costs wifliout allowing sellers to systematically set the clearing price for the entire 
market 


In setting a 24-month window to remerty market problems, we are mindfiil of the 6ct fliat the 
stnxtural defeds in the California market have been created over many years in an environment which 
relied on regulatory rattier than market responses to consumer needs. We have intervened not to 
shelter Californians fiom the consequences of their choices, but to allow a two-year penod of transition 
during which the California Commission and ottrer interested parties can make an informed decision of 
whether these are the decisions they wish to make for the future in a considered and deliberative 
environment wittiout ttie distraction of destabilizing price spikes and an increase in overall power costs. 
At ttie end of our 24-month window, we intend to lift the $150 auction modification. At that time, 
prices will be the product of the informed choices Califirmians have made on siqrply and demand and 
will reflect Are true scarcity cost which they place on electric generatioa 

1. Offetinga Full Menu of Forward Product 

As noted, many of the remedies we are proposing are intended to move loads into 
forward markets. Success in fliis objective is, of course, contingent on ttie availability of siqiply in 
forward markets. While we understand that ttie picing offered for each type of forward product may 
vary to reflect . the terms offered (e.g., length of contract, risk apportionment, peak vs off-peak), we 

fully expect fiiat Califiimia siqrpliers will welcome the opportunity to offer' a full range of fisward 

poducts to meet the needs of ttieir customers. To the extent that a full range of fonvard poducts (e.g., 
short-term, intermediate term and long-term products) do not become available in California, 've 
expect that load-serving entities will bring ttri to our atlentioa Whether the Commission diould require 
sellers to provide a certain percentage of product offerings in the fonvard market is one issue thttt the 
Commission -will consider in this proceeding. 

2. Additions of Generation and Transmissio n Capacity 

Thae is little doubt ttiat the most crucial task ahead is to ensure that a robust siqiply alters this 
market, both now and in response to any future price signals. The StaffReport underscores inatkquale 
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siting of generation and transmission as a structural (tefect in California We have made every 
effort in tfiis order to eliminate market cfesigi flaws in a manner that promotes efficient markets in order 
to reduce consumers prices to the extent possible given the current inadequate supply. . However, 
prompt access to new generation is needed to ensure full consumer benefits are realized. For that 
reason, we have also carefully crafted our proposed remedies so as to avoid circumstances that may 
deter new entry, ££, prices set too low can prevent new entry, indecisiveness about flie specifics of 
market refonns and jaice mitigation can deter new entry, and market mles that place restrictions on the 
operation of effickat markets can deta: new entry. ” 

However, Are Commission's authority does not extend to siting, and without appropriate siting 
siqiport, consumers in Califcmia will continue to pay higher prices due to inadequate generation su^ly. 
The 24-month fsice mitigation we have ordered herein will ^ord Are state and local agencies a wincfciw 
to stteattrline, ficilitate and accelerate the siting of needed generation and transmission, including the, 
specific fwojects identified in the Staff Repot as furthest along in Are planning and siting jxocess and, 
therefore, most Hkefy to be completed in Are shortest time. 

Finally, Aiis Conmission will commit to expeditiously process any energy facility applicatiors 
(hydtoelecttic or gas pipeline) wiAiin its jurisdicAon, wiAiin the constraints of Are law and Are need for 
mulA-agency coordination. 

AnoAier matter Arat lies primarily wiAiin Aie conttol of state policymakers is Are development of 
demand side response. Demand side is a critical element of Aie market When consumers can receive 
price signals and have Are ability to respond to Aiose price signals by reducing demand, it reduces die 
overall cost of electricity in Are market and reduces Are electric bills of all consumers, not just Aiose that 
responded wiAi a load reducAoa Also, a viable demand response program provides an altemafive to 
resource expansioa The price miAgaAon period prcqxised in Aus order provides state poAcymakers 
wiAi a 24-month wintkiw to develop demand response programs, and an important oppoturuty to take 
measures Aiat can help reduce prices to CaAfomia consumers. 

4. EAmAiaAon of AnpedAnents to Forward ContracAng 


’®We note Aiat one of Are major costs of scarcity m California is the cost of NOx allowances 
which were tradmg Ai August for $40/pound or approximately S80,000/ton By comparison, NOx 
allowances were ttacAng m the Northeast for about $40(ytoa 

StaffReport at 5-7 - 5-8, ciAng CaHfotiAa Energy Commission's reports on Aiek website 
which has a AsAng of Are proposed generaAon The website is 
www,energy.cagov/siAngc^es/ixojecls_smce_1979html . 
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As noted the use of forward products to hedge against spot prices is crucial to foe development 
of a well functioning maiket We encourage foe California Commission to eliminate restrictions on foe 
lOUs availing themselves of long term products. 

Hearing Based on Written Subrnksinns and Oral Presentations to foe Commission 

In our August 23 Order, we did not determine foe type of hearing that would be needed in fois 
proceeding. Based on foe information provided in foe Staff Report and foe submissions in foe record 
thus for, and foe nature of foe issues presented, we conclude that a trial-type hearing is not necessary to 
resolve foe matters before us. ” FutfoCT, foe need for expeditious resolution of foe problans inherent 
in California markets call for as erqieditious a hearing as possible, consistent with due process and foe 
develojxnent of an adequate record Accordingly, the Commission will ptovicte foe patties an 
opportunity to ffle ccmments, containing all arguments and all siqrpotting evidence that they wish to 
present All sudi comments must be filed by November 22, 2000, which is three weeks fiom the date 
of this carter. Reply comments will not be entertained In addition, foe Qanmissionwfllccaivene a 
public conference on November 9, 2000 for interested persons to discuss foe proposed remedies. A 
transcript of this ccaiference will be placed in foe public record of this proceeding. 

Based on foe record developed in fltis proceeding, including comments and additional 
information placed in the record in Docket Nos. ELOO-95-000, ELOO-98-000, and ELOO-107-000, 
and the Staff Report foe Cotranission will issue by foe end of fois calendar year, a final order adoptit^ 
and ditBcting remedies to address foe identified problems adversely afficting congretitive power 
markets in Califirmia, and if necessary, ordering any fiitther procedures to develop remedies to otiier 
identified problems. 


(A) The patties may submit to foe Commission additional arguments and evidence as 

outlined in foe body of this order, by November 22, 2000. A party's presentation should separately 
slate the foots and arguments advanced by the patty and include any and all e.\hibits, affidavits, and/or 


"’The use of a "p^ier” heating tafoer than a trial-type evictentiary heating has been addressed in 

reh'g . 50 FERC f 61,186, o pinion ksued. Opinion 349, 51 FERC H 61,367, order on teh'a Opinion 
349-A, 52 FERC 1 61,260, clarified 53 FERC H 61,131 (1990), dismissed Norfoem Indiana Public 
Service Company v. FERC . 954 F2d 736 (D.C. Cir. 1992). As the Commission noted in Opinion 
No. 349, 5 1 FERC at 62,2 18-19 & n.67, while the FPA and the case law requite that the Commission 
pmvide the patties wifo a meaningfiil opportunity ftir a hearing, foe Commission is required to reach 
decisions on foe basis of an oral, trial-type evidentiary record only if foe material fects in dispute cannot 
be resolved on foe basis of foe written record i-S., where the written subrnissions do not provide an 
adequate basis for resolving disputes about material fects. 
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prepared testimony i^jon which the pai^ relies. The statement of fects must inclucfe citations to the 
supporting exhibits, affidavits and/or prqrared testimcsiy. All materials must;be verified and subscribed 
as set forth in 18 C.F.R. § 385.2005 (2000). 

(B) The PXs proposed tariff revisions filed in Docket No. EROO-346 1 -000 are hereby 
rejected. 

(C) The ISO's proposed tariff revisions filed in Docket No. EROO-3673-000 are hereby 
rejected 

P) The ISO is dhected to implement a $250 purchase price cap, without disturbing the 

ISO's $100 price cap for replacement reserves, for 60 days, commencing on fire date of this order, as 
discussed in the" body of this order. 

BytheCommissioa Conrmissioners Massey and Hebert concurred wifii separate 
statements attached 

(SEAL) 


David P. Boergers, 
Secretary. 
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Appendix A - Timely [ntervennts in EROO-3461-000 


California Department of Water Resources 
California Electrici^ Oversight Board 

Duke Energy Nordi America L.L.C., Duke Energy Trading and Marketing, L.L.C,, and Duke 

Energy Merchants, LD.C. Qointly) 

Dynegy Powa- Marketing Inc. 

El Paso Merchant Energy, L.P. 

Enron Power Marketing he. and Enron Energy Services, Inc. (jointly) 
hcfcpendent Energy Producers Association 
Morgan Stanley C^hal Group, Inc. 

Pacific Gas iid Electric Company 

Public Utilities Ccanmissicn of tire State of Califiania 

Reliant Energy Power Generation, Inc. 

Southern Califirmia Edison Congiany 

Soufliem Energy California, LI,.C., Southern Energy Potrero, L.L.C. and Southern Energy Delta, 
L.L.C. (jointly) 

Western Power trading Forum 

Williatns Energy Marirating & Trading Company 
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. CaBfotnia Department of Water Resources 
California Electricity Gtvetsi^t Board 
California Row Exchar^ . ' ' 

Cities of Rediing, Santa Clara, and Palo Alto, California, and the M-S-R Public Power 
Agency (jointly) 

City of San Diego, Califemia 

Duke Energy Norfli America LL.C, Duke Energy Trading and Marketing LX.C, and 
Enets^ Merchants, LX.C.(jointly) 

Dynegy Povsier Marketing, Inc. 

Enron Power Marketing Inc., and Enron Energy Services, Inc. Oointly) 

Independent Brergy Producers Association 
Merrill Lynch Ct^iital Services, hrc. 

Metropolitan Water District of Southern Califtania 
Modesto Irrigation District 
Morgan Stanley Capital Group, Inc. 

Norlhem Califemia Power Agency 

Pacific Gas and Eledric Company 

PPL EnergyPlus, LLC and PPL Montarra, LLC (jointly) 

Reliant Energy Power Generation, Inc. 

SacramentiO Municipal Utility District 
Southern California Edison Corrpany 

Soufliem Energy California, LX.C, Southern Energy Delta, L.L.C., and Southern 
Energy Potrero, LX.C. (jointly) 

Transmission Agency of Northern California 
Turlock Ittigafion District 
Western Power Trading Forum 
Williams Energy Marketing & Trading Conpany 


Duke 
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Appendix C - Parties to the Consoh'dated Hearing Proceeding 


AES Pacific, file. 

Arizona Districts 
Automated Power Exchange, fiic. 

CaJifemia Dqiartmait ofWaler Resources 
OJifiimia Electricity Ovasi^t Board 
Califiimia fiidependoit System Operator Corporation 
California Large Energy ConsutiKts Association 
California Manufecturers and Technology Association 
CMfisnia Power Exchange 

Cities of Anaheim, Azusa, Banning, ColtMi, and Riverside, California O'ointly) 

Cities of Redding Santa Qara, and Palo Alto, California, and the M-S-R Mlic Power 
Agency (jointly) 

City of Dana Point California 
City of Escondido, California 
Ciy of Poway, California 
City of San Diego, California 
City of Vanon, California 
City of Vista, California 

Cogeneration Association of California and Energy Producers and Users 
Coalition (jointly) 

Duke Energy North America LLC (together with Duke Energy Trading and Marketing 
LLC and Duke Energy Merchants, LLQ 

Dynegy Power Marketing, fiic.; El Segundo Power, LLC; Long Beach Generation, LLC; 

Cakillo Power I LLC; and CabriUo Power II LLC (jointly) 

El Paso Merchant Energy, L.P. 

Electric Power Supply Association 

Enron Power Marketing, Inc., and Enron Energy Services, Inc. (jointly) 

Independent Energy Producers Association 
Merrill Lynch CapM Services, fiic. 

Metropolitan WaicDistrct of Southan Califiimia 
Modesto firigation District 
Magan Stanley Capital Group, fiic. 

New Yoik Mercantile Exchange 
Northern California Power Agency 

Public Utilitits Commission of Califixnia (Califiimia Commission) 

Pacific Gas and Electric Company 

Pinnacle West Conpanies 

Portland General Electric Company 

PPL EnetgyPlus, LLC and PPL Montana, LLC (jointly) 

Reliant Energy Power Generation, Inc. 

Saaanwito Municipal Utility E&trict 
Southern California Edison Company 

Southern Energy California, L.L.C., Southern Energy Delta, L.L.C., and Southern 
Energy Potrero, LLC. (jointly) 

The Utility Reform Network 
Transmission Agency ofNorfiiem California 
Western Power Trading Forum 
Williams Energy Maiketmg & Trading Company 
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Appendix D 

Staff Report to the Federal Energy Regulatory Ccanmission on Western Markets and the Causes of the 
Summer 2000 Price Abnormalities 
Brief Overview of Conchisions 
(pp. 1-2 to 1-4) 

The report is organized to provide a fectual ftamework for the Commission's use, a section 
discussing mq'or issues evaluated during flie investigahcm and, finally, a section witti options for 
consideration by file Commission to remedy immediate and longer term problems. 

Sectioji 2 of the report finds tight sujqily and demand conditions existed throu^out the west 
during mcBt of fliis summer, with emergency conditions concentrated in California Broadly speaking 

• Overall demand aaoss the WSCC increased significantly driven by hot wealher and load 
increases that were heat sensitive and that were also driven by increased economic activity. 
Averagesummerloads were 11 percent hi^er in May and 13 percent hi^er in June from fire 
previous year. Energy consumption also increased across the WSCC by 5 percent in May and 
tfiproximately 10 percent in June fiom the previous year. Off-peak demands in fire ISO 
increased significantly during the summer, in large part to meet increased pumping demands for 
hydro power iacilities, needed for peaking purposes both inside and outside of California 
However, peak demand in the ISO area fell slightly, partially reflecting response to emergency 
declarations and actions. 

• Exports increased significantly, with little overall change in the level of impotts. As a result, net 
imports decreased by ^rptoximately 3,000 megawatts (MW) from May throu^ August The 
ability to increase impotts was limited by hydro conditions in the Northwest; which actually 
declined in July and August, and ti^ load conditions in other Western subregions. Wealher 
conditions led to increased exports in July and August, corresponding to fire cfecreases in the 
ISO price cap fixrm $750 to $500 in July and then to $250 in August 

• Outages increased significarttiycotr^jated with 1999. This was especially true with regard to 
unplartned outages. 

• Increased quantities of demand and supply were left unscheduled in day ahead and hour ahead 
markete. When loads increased above 35,000 MW in June and at lower levels m July and 
August, the ISO was forced to buy substantial amounts of power in fire form of replacement 
reserves or out of market purchases. 

• Non-hydro generation resources throughout the West were more heavily utilized in 2000 over 
1999. Genration from non-hydm resources in 2000 increased by 15.1 percent in May and 
24.9 percent in July over 1999 levels. Based on a shapshot of WSCC capacity during a 
selected high load period, little additional capacity appears to have been available at peak 
times. 
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Section 3 of flie report finds that wholesale power prices were higji throughout the West in the 

summer of 2000, tut their inplications were most acutely felt in California, The principal finciings of the 

report on western prices and costs in the summer of 2000 are: - , 

• Prices in the ISO spiked in May and June and average June prices reached record high levels. 
While an ISO price cap of $750 existed during the early part of the Summer, prices became 
hi^iiy volatile and the hourfy price hit the cap of 3 days in June. Average June prices reached 
record levels of $120 in the PX 

• Average prices were lower in July and June, but total costs paid by pmchaseis in August were 
hi^er tiiOT June. Caps of $500 in July and $250 in August had a dartpening efiect on hi^ 
hourly prices, but average pices in August rose to $166 in fire PX after falling below June 
levels to $106 in July. The lower caps may have played a role in incteasing exports in July and 
Augjst 

» Prices at other trading hubs in file West generally conelated with California prices suggesting 
that opportunities to sell at hi^ prices existed in these regions when California prices were hi^ 
However, it is not yet clear how scarce supplies were in these regions or to what extent prices 
outside California were ftom California imports rather then consumption in other tegions. While 
infomiation for certain weeks in the West indicated supply was scarce, it was not possible to 
make an overall assessment on scarcity throughout the West without additional infoimatioa 

• Cost ftir fuel and environmental compliance (NOx credits) increased significantly in July and 
August Gas prices rose fiom^proximately $2 per MMBtu early in the year to aiproximately 
$5 per MMBtu in August Credits to cwnply wifo NOx standards rose from $6 per pound in 
May to $35 in August and $45 in September. Lower caps in July and August reducrf the 
ceiling for market prices while these fuel and environmental costs raised the "floor”. As a result, 
prices traded over a narrow range. 

' Prices in some hours appear to be above Arose that would have prevailed in a conpetitive 
short-tenn maiket, if prices were determined fimm short-term marginal costs. 

Examination of bid patterns in the PX and ISO replacement reserve markets and a review of 
ISO out of market purchase activity does not suggest substantial or sustained attempts to 
maripulate paces in these markets. Sufply curves bid into the PX show hi^er bids, on 
average, when the price caps are lower. However, the increases are not correlated wifli 
particular classes of bidders, suggesting tiiat (he pattern may reflect increased costs for most 
participants rather than a pattern of individual bidders or classes of bidden; attempting to raise 
prices intentionally. 


Section 4 outlines the statutory and regulatory framework related to energy markets in the 
West The report describes the role and policies of the Federal and state economic and environmental 
agencies in relating electric utiiities in California and the establishment of the ISO and PX, as well as 
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the oeation of the Oversi^t Board AdditioiiaBy, this sation outlines requiiements inposed on the 
California utilities by the California Commission. 

, Section 5 discusses the issues that were raised as possibly causing the hi^ prices of this 
summer. These M into three genaal categories: (a) competitive market forces, (b) market design 
problems and (c) market power. The data clearfy show that a general scarcity of power in the West 
and increased costs to produce power were fectors causing these high prices. It is also clear that 
existing maricet rules exacerbated the situation and contributed to the hi^ prices. Thedataalso 
indicate some attempted exercise of market power, if tire standard of bidding above marginal cost is 
used, and some adual market power effects, to flie extent that prices, at least in June, were significantly 
above competitive levels. The prices, at least in June, were significantly above competitive levels. 
However, the data do not isolate specific exercises of market power or suggest that the exercise of 
market power was ttKae important flian offer primary explanatory ffctors. 

Section 6 prrovides a range of options to address the problettrs identified in this report Staff 
also attempts in ffis section to pirovide the possible benefits and drawbacks of various options. 

The investigation was conducted on an erqredited basis so there was not enou^ time to 
address all issues in depff. This report is intended to provide the Commission with "the big picture." 
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AfpendixE 

Analysis of the CommisskHi's Retroactive Refund AuSiority 
Under the Federal Power Act 


I- Executive Summary 

Section 206.of the Fetfetal Power Act aufliorizes refunds if the Commission finds existing rates 
to be unjust or unreasonable. However, that authority is limited to the period firan the refund effective 
date thiougji 15 mcaiths fliereafier. The Commission has the discretion to detennine that such refunds 
would not be in the public interest in individual circumstances. 

The issue of rettoaSive refunds was expressly consittered by Congress in 1935 and again in 
1988. In 1935, Congress rejected a provision that would have given Ae Commission authority to . 
order refunds for any amounts found to be unreasonable or excessive. histea4 the 1935 Act 
aufiiorized the Cranmission to change existing rates (as distinct fiom section 205 authority to suspend 
proposed rate increases) prospectively only - ie„ refund relief was available only after the Commission 
found fliat existing rates were unjust or unreasonable. The amendment to section 206 enacted in the 
1988 Regulatory Fairness Act permitted limited retroactive refund authority -is„ firxn the refund 
effective date forward. 

Key court precedent inteipreting the FPA (and the Natural Gas Act, which contains relevant 
parallel provisions to the FPA) articulates fire filed rate doctrine and the rule against retroactive 
tatemaking. The filed rate doctrine forbids a regulated entity fiom charging rates for its services oflier 
than fiiose properly filed with the appropriate regulatory anfliority. In the area of Federal electricity 
regulation, this doctrine is founded on the requirements in section 205 of file FPA fliat rates for 
jurisdictional services must be just and reasonable and must be on file wifli the Commissioa The 
precedents on the rule against retroactive latemaking provide that, except for certain limited 
circumstances fe.g.. rates inconsistent with the filed rate; legal error by the Commission in approving 
rale changes), the Commission does not have authority to order retroactive rate changes. 

While there is no Commission or court precedent on the applicability of the filed rate and 
retroactive ratemaldng doctrines to maifcet-bas^ rates, the provisions of sections 205 and 206 make 
no distinction between cost-based and market-based rates. The refund provisions of sections 205 and 
206 of the FPA thus would appear to apply equally to both cost-based rates and market-based rates. 
Similarly, the filed rate and retroactive ratemaking doctrines, which derive fiom the requirements of 
sections 205 and 206, would appear to apply equally to cost-based and market-based rates. 


II. Legal Analysis of Refund Authority 
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The Commission's statutory authority to order refunds is specified in sections 205 and 206 of 
the FPA. Section 205 addresses rate changes [»opc»ed by the public utility providing the service in 
question; section 206 addresses rate changes initiated by a complainant or the CommissioiL 

1. Section 205 

Section 205(a) provides that all rates and charges made, demancted, or received by any public 
utility for or in connection with toe transmission or sale of electric energy subject to toe jurisdiction of 
toe Commission, and all rules and r^ulations affecting or pertaining to such rates or charges shall be 
just and reasonable, and any such rate or charge that is not just and reasonable is declared to be 
unlawful®* Section 205 also requires that, absent waiver, a public irtility filing any changes in its rates, 
charges, classifications, or services must provide at least 60 days' prior notice, and permits toe 
Commission to suspend toe effectiveness of any such change for a period no longer than fivemonlhs. 
Section 205(e) provides that toe Commission "qxm completion of the hearing and decision may by 
furtoer order require such public utility or public utilities to refund, with interest, to toe persons in whose 
behalf such amounts were paid, such portion of such increased rates or charges as by its cfccision shall 
be fcund not justified." Thus, refunds under section 205 are limited to toe period beginning wito the 
allowed effective date of toe proposed rate change and are also limited to the difeence between toe 
proposed increased rate and toe pre-existing rate. 

Section 205 does not, on its face, provide toe Commission authority to order tefunxls for 
periods pior to toe effective date of toe poposed rate change. But, as discussed in Section C.2., infia . 
toe Commission may, for example, condition its acceptance of a section 205 formula rale filing on toe 
Commission tetaitting the authority under section 206 to, at a later date, retroactively order refunds wito 
respect to certain costs charged tiirough toe formula. 

2. Section 206 

Section 206 provides that if, upon coiprlaint or pxan its own motion, the Commission finds that 
existing rates, charges or classifications are unjust, unreasonable, or unduly discriminatoiy or 
preferential it must determine, and order implementation of a just and reasonable rate, hr 1988, in toe 


’^Section 205(b) provides that 

No public utility shafl, with respect to any transmission or sale subject 
to toe jurisdiction of toe Commission, (1) make or grant any undue 
preference or advantage to any person or .subject any person to any 
undue prejudice or disadvantage, or (2) maintain any unreasonable 
difference in rates, charges, service, fecrlities, or in any other respecf 
either as between localities or as between classes of service. 


Section 205(c) povides toe Commission discretion to prescribe rules and regulations, and to establish 
filing requirements "within such time and in such form as toe Commission may designate." 
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Regulatoiy Fairness Act (RFA), ” Congress substantiaily revised section 206 to permit limited 
authority to orcfcr retroactive refimds of rates found to be unjust and unreasonable. Under section 206, 
as amenitai by the RFA, ip® instituting a proceeding under section 206, the Commission must 
establish a refund effective date. In the case of a proceeding instituted upon complaint, the refund 
efetive date cannot be earlier ton the date 60 days after the filing of such con^tlaint nor later than 5 
monto after expiration of such 60-day period In the case of a proceeding instituted upon the 
Commission's own motion, the refund eflfectrve date cannot be earlier than the date 60 days after 
publication the Commission of notice of its intention to initiate such proceeding, nor later than 5 

monto after the expiration of such 60-day period At the end of any such proceeding, tire Commission 
may, in its discretion, ottter refuncb if it finds that the existing rate is unjust, unreasonable or unduly 
discriminatory or preferential. Possfttle refimds are limited to the period fiom the refund efective date 
throu^ a date 15 monto after such refund effective date and are also limited to to difference between 
the rate char^ and the rate detennined to be just and reasonable. 

On its face, section 206 does not provide the Commission authority to establish a refund 
effective date that is earlier ftian 60 days after the date ftiat a con^jlaint is filed or to Commission 
investigates an invwtigation. Furftier, section 206 does not contain any provision authorizing to 
Commission to order refimds for periods prior to the refund effective date. Therefore, section 206 
does not expressly afford retroactive refund relief firr rates covering periods prior to the filing of a 
con^rlaint or the initiation of a Commission investigation even if the Commission detennines that such 
past rates were unjust and unreasonable. 

B. The. Legislative History of Section 206 

The FPA as originally enacted in 1935 permitted the Commission to order refimds in section 
206 proceedings prospectively only, ie,, prospectively fiom the date of the Commission's decisioa 
While to originally proposed bill tot led to the 1935 FPA contained a provision which would have 
allowed to Commission to order retroactive reparations, tins provision was eliminated fiom to final bill 
while in committee. Thus, the FPA as enacted in 1935 allowed the Commission to change unjust or 
unreasonable rates, upon complaint or on its own motion, on a prospective basis only. In 1988, to 
Regulatory Fairness Act amended § 206 of the FPA to permit specifically limited retroactive refund 
auflrority. 

The originally proposed bill that led to the 1935 FPA had contained a provision (section 213) 
which would have allowed the Commission, upon complaint, to "order that the public utiliy make due 


’’102 Stat. 2299 (1988). The RFA amendments to section 206 are discussed Ms. 

'*®As discussed in Section C.2., infia. under the Commission's and the courts' interpretations of 
section 206, there are limited circumstances in which the Commission can order refimds for past 
periods. 
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reparation . . . with interest, for amounts chaiged fcy an electric utility which were thereaiter found to be 
unreasonable or excessive." S. 1725, 74th Cong., 1st Sess. at 43 (1935)i This provision was 
eliminated fiom the final bil while in corotnittee, as it was considered appopriate for a state utility law, 
but not "applicable to one goveming merely wholesale tr3n.sactions ." S. Rep. No. 621, 74th Cong. 1st 
Sess. 20 (1935) (emphasis adder^. Based upon the foregoing, it is apparent that Congress drew a 
distinction between retail and wholesale electric rale regulation as to he authority required by a 
regulatory agency to adequately protect consumers of electric energy. The reason unrfcrlying this 
distinction was not explicitly stated when the legislation was reported out of committee. Nonetheless, 
certain testimony fiom fire heatings held in connection with the legisiaticn sheds some li^t on this 
subject, as set forth below, 

John E Benton, General Solicitor of the National Association of Railroad and Utility 
Commissionets (NARUQ ^rpeated before the House committee on behalf of his organization and 
argued for the elimination of section 213. Public UtPitv Holding Companies: Hearings on H.R. 5423 
Before the House Comm On Interstate and Foreign Commerce . 74th Cong. 1st Sess. 1684-1685 
(1935) [heretnafter cited as House Heatings ! Mr. Benton stated; 

The next amendment, we ask fiiat section 213, beginning on 
p^ 1 18, be stricken out 

That is the reparation provision brought in fiom die Interstate 
Commerce Act It provides that ifservice taken has been chaiged for at an 
unreasonable or excessive rate, and if within 2 years an application is marie to 
die Commission, it may disapprove die rate charged and fix a reasonable rate, 
and requite the selling utility to make due reparation to the complainant 


'“'Proposed section 213 read as follows: 

Sec. 213. (a) When con^laint lias been made to the Commission 
concerning any rate or charge for any service performed by any public 
utility, and the Commission has found after investigation that the public 
utility has charged an unreasonable, excessive, or discriminatory amount 
for such service in violation of any provision of this tide, the 
Commission may order that the public utility make due tepaiation to the 
con^ilainantdiereunder, with interest from die date of collection. No . 
such otrleT shall be issued unless the complaint is filed widi the 
Commission within two years fiom the date of die payment (b) If the 
public utility does not comply with the order for the payment or 
reparation within the time specified within such order, action may be 
begun in any court of competent jurisdiction to recover die same within 
one year fixrm the date of the order, and not thereafter. 
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That is an entirely proper provision in a raiiroad statute, Whenaman 
goes to fte railroad station with a load of goods to ship somewhere he has to 
shipattheiate^ftatisfixedinthetariffi He must make tfie shipment then; and 
he ou^t to be able to come thereafter to die Commission and show iiat he 
was required to pay an unreasonable rate, if it was unreasonable, and to ask for 
a determination of a reasonable rate and get reparation that is due him for any 
overpayment That is perfect^ proper. But this bill relates only to service 
between the wholesale generating or production company and the distributing 
utility. We question wheflier the publk: interest will be served by giving any 
company the tight to go ahead receiving service at the established rate for 2 
years, and then to bring a conqjlaint before the Federal Commission diat the 
rate has been unreasonable. If the provision were that the reparation might run 
after the complaint was made, it would be more reasonable. But to alow the 
company to take service for 2 years with no question raised and tiien to alow it 
to come in and file a complaint, we beUeve, is not reasonable. Weasktbatthe 
provision be stricken out or that it be limited to a recovery of reparation after 
file complaint is filed 


14 


Whether the distinction drawn by Congress between wholesale and retail rate regulation was 
based on the relative volume of wholesale and retafl sales existing at flie time is unclear. Commissioner 
Clyde L. Seavey of the Federal Power Commission testified in support of the bll and discussed 
generaly fire need for Federal regulation of wholesale rates. House Heating , supra, at 420-25. 
Commissioner Seavey testified that more than 17 percent of the total electric energy generated at that 
time was transmitted interstate, and that of this 1 7 percent, "practicaly al of it is wholesale in nature." 
M. at 420-21. 


Now, in the electric energy field, at the present time the movement of 
interstate transmission is over 17 percent That, however, in 
percentage does not in either case indicate the full measurement of the 
need of regulation A larger or a smaller percentage does not spell very 
. much and that is not advanced at this time bv the Commission as urg in g 
that regulation is more than it is in the smaller percentage , but it is 
interesting to note, I think, that there is a very substantial movement of 
intastate energy at the present time. 

14 at 420 (emphasis added). 

Based upon the foregoing, it appears that section 213 was included in tfie proposed legislation 
submitted to Congress by the Federal Power Commission as a .standard utiify law provision bonowed 
fi-om the Interstate Commerce Act It firrther appears that Congress accepted the aigument set forth 
by the General Solicitor of NARUC that wholesale customers of electric irtilities should not be 
permitted to accept service for up to two years without complaint and thereafter be permitted 
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reparations covering that period However, Congress did not explicitly accept the General Solicitor's 
alternative suggestion that the time period fiir recovay of reparations should commence wifli the filing 
of the conpiaint, and instead eliminated section 213 entirely. As discussed intia . this resulted in the 
courts later concluding that Congress intenW Aat fire Commission have authority to only grant relief it 
a section 206 proceeding prospectively fiom fire date of its outer, and it also led to Congress 
providing limited retroactive refund authority in the RFA of 1988. 


. 2. Hie Regulatory Fairness Act of 1 988 

The Senate Report on fire RFA contrasted the Commission’s refund authority uncter ' 

sections 205 and 206. It noted ttiat section 205 proceedings on average required one year for 
resolution and that final decisions by the Commission are retroactive to the effictive date of the rate 
increase. With respect to section 206, the Senate Report stated; 

Section 206 of the FPA allows the Commission, on its own motion or 
pursuant to complaint, to set a "just and reasonable rate" if it finds the 
rate in effect to be unlawful Under existing law, a rate reduction under 
section 206 diffas fiom a rate increase under section 205 in two 
important ways. First, a motion or complaint for rate reduction does 
not talce effict automatically after a given period of time as does a 
request for rate increase. Second, under section 206 a rate reduction is 
prospective only. 

Resolution of section 206 proceedings requires two years on average. 

One probable reason for the longer period needed to resolve such 
proceedings is fiiat pubbc utilities have no incentbe to settle meritorious 
section 206 con^laints since any rebef is prospective. Under present 
law, public utilities keep revenues collected during the pendency of a 
section 206 proceeding, even if those revenues are subsequently 
determined to be excessive. HR. 2858 would correct thrs problem by 


'®^Sss, £&, City of Bethany v. FERC, 727 F2d 1 13 1 (D.C Cir. 1984), certdenied. 469 
U.S. 917 (1984). 

’®^The House passed H.R 2858, a Senate Committee amended the House-passed bill, and the 
Senate passed H.R 2858, as amended. 
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giving FERC the aulhority to onfa refunds, subject to certain 
limilalions. 

Thus, file RFA was intended to coitect the problem of public utilities engaging in dilataiy behavior in 
section 206 proceedings in order to delay flie effetiveness of proposed, presumably lower, rates. The 
RFA did so by giving the Commission the authority to establish a refund effective dale and make an 
existing rate subject to refund during the pendency of a section 206 proceeding for a period of up to 1 5 
months fiom the refund effictive date (longer if the public utility is found to have enga^ in dilal^ 
behavior during the hearing). 

The Senate Report also explains that the burden of proof was unchan^ by the RFA, he,, tfie 
Commission or a complainant has the burden of proof to show that an existing rate, charge or related 
provision is unlawful and that the proposed rate is just and reasonable. ^ ^ 

The Senate Report also states that the RFA was intended to give the Commission the discretion 
needed to (teal with indivictial caicumstances in which refunds would not be in the public interest 

As passed by flie House of Representatives, H.R. 2858 required 
refunds to be paid subject only to a narrowly drawn public interest 
exception. The Committee amended the House-passed bill to make 
the granting of refunds under section 206 discretionary so as to parallel 
tile refund provision of section 205 of the Federal Power Act The 
Committee recognizes that it may not be r^ipropriate in all instances to 
order refunds in the event tiiat it is deteimined in a proceeding under 
section 206 of the Act that rates or charges are not just and reasonable. 

The Committee intends the Commission to exercise its refund authority 
under section 206 in a manner that furtiiers the long-tenn objective of 
achieving the lowest cost for consumers consistent with the maintenance 
of safe and reliable service. 


• * ♦ 

The Committee is aware that there may be challenges to power pooling 
and system integration agreements biou^t under section 206 of the 
Federal Fe wer Act in which refjtids might not be appropriate, for 
exartple, where the issue relates to cost allocation among utilities, and 
the bill as reported by the Committee is intended to provide the 


‘“■*5. Rep. No. 491, lOOth Cong., 2d Sess. 34 (1988), reprinted in 1988 U.S.C.C.A.N. 

2685. 


105 


’S. Rep. No. 491 at 5, reprinted in 1988 U.S.C.C.A.N. 2687. 
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Commission with the discretion needed to deal with individual instances 
in which refunds would not be in tte public interest 

In determining if a refund may adversely affect the public interest in the 
case of power pool agreements, the Committee expects the 
Commission to consider whether, and the extent to which, a refund 
would adversely affect decisions made on fee basis of energy pricing 
provisions of such pooling agreements or will impose a substantia] 
burden on the pool in comparison with the benefits of refunds to 
consumats. 

In addition to cotain situations involving power pooling, there may be 
others in which ttie public interest would not be served by requiring 
refunds under section 206. Because the potential range of these 
situations cannot be fully anticipated, no attempt has been made to 
enumerate tiiem here. In any case, tire Committee generally etqteds the 
Commission to grant refunds under section 206 with comparable 
fiequency to its granting ofrefunds under section 205. 

Thus, the Commission is givai the discretion to deteimine whether, for exan^ile, a public utility’s 
financial viability and ability to serve customers mi^t be jeopardized if very large refunds were ordered 

C. Court Precedent 

Two court doctrines have arisen fiom the courts' interpretations of file limitations of sections 
205 and 206 of file FPA: the filed rate doctrine and its corollary, the rule against retroactive 
ratemaldng. 


Key Court Precedent Involving the Filed.Rate-Docirine 
Under the FPA and Natural Gas Act 


The Sled rate doctrine "foibids a regulated entity [from] chargfing] rates for its services other 
than those pnwly filed wifli the Expropriate regulatory aufiiority." Arkansas Louisiana Gas Co. v. 

Hall. 453 U.S. 571, 577 (1981). In the area of federal electricity regulation, fiiis doctiine is founded on 
the requiremeots in section 205 of file FPA that rates fa jurisdictional services must be just and 
reasonable and must be on file with the Commissioa The considerations underlying file rule are 
"preservation of the agency's primary jurisdiction over reasonableness of rates and file need to insure 
that regulated companies chaige only those lates of which the tgency has been made cognizant" City 
ofOevelandv. FPC. 525 F.2d 845, 854 (D.C. Cir. 1976); sss J 
,341 U.S. 246, 251-52 (1951). 


106 


’S. Rep. No. 491 at 5-6, reprinted in 1988 U,S.C.C.A.N. 2687-88. 
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In cases involving tiie Commission, Ihe D.C. Circuit has explained that 

[vjarious reasons have been offered in support of die filed rate doctrine, 
and its corollary prohibiting die regulatory agency flom altering a rate 
retroactively. Most recently, the Courtjustified the doctrine as 
necessary to enfwcement of die underlying statute IMaklin. 1 1 0 S. Ct. 
at 2769), in that case the Interstate Commerce Act The Court has 
also descnbed the considerations underlying the doctrine as 
'"preservation of the agency's primary jurisdiction over reasonableness 
of rates and die need to insure that regulated companies charge only 
those rates of which the agency has been made cogncant’" Opinions 
of this court have cited "necessary pedictability" as "the whole purpose 

of the well-established 'filed rate' doctrine " In die context of die 

• Interstate Commerce Act, die Sipeme Court has indicated that the 
doctrine fulfills "the paramount purpose of Congress" of preventing 
"unjust discrimination." Other courts of appeals have described the 
doctrine as intending "to prevent discriminatory rate payments" and as 
"reflecting a statutory bias in fevor of retroactive rate reductions but not 
retroactive rate increases." 

Whatever the justification, it is generally agreed that with respect to the 
Federal Power Act, the filed rate doctrine rests on two provisions: 
section 205(c), which requires utilities to file rate schedules with the 
Commission, and section 206(a), which allows the Commission to fix 

The D.C. Circuit further explained diat as the filed rate doctrine and rule against retroactive ratemaking 
"relate to purchasers, their guiding concern is '[pjroviding the necessary predictability,' allowing 
'purchasers of gas to know in advance the consequences of the purchasing decisions they make.'" 


^'’^Towns of Concord, Norwood and Wellesley v. FERC, 955 F.2d 67, 71-72 (D.C. Cir, 
1992) (citations and footnotes omitted) ITowns of Concord v. FER O. Sss Natural Gas 
Clearinghouse v. FERC, 965 F.2d 1066, 1075 (D.C. Cir. 1992). 

'"^Towns of Concord v. FERC, 955 Fi2d at 75. Sss alaa Texas Eastern Transmission Corp. 
V. FERC, 102 F.3d 174, 188-89 (D.C. Cir. 1996) (filed rate doctrine "seeks to prevent customers 
from relying on certain rates, only to find later that flieir purchasing decisions have been upset and their 
costs inaeased"); Public Utilities Comm'n of Califomia v. FERC, 988 F.2d 154, 164 (D.C. Cir. 1993) 
( "when determining wheflier a FERC order violates eiflrer the filed rate doctrine or the rule against 
retroactive ratemaking, this court inquires whether, as a tsactical matter, the purchasers of the [energy] 
had sufficient notice that the approved rate was subject to change."). 
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2. Key Court Precedent hvolving the Rule Against 
Retroactive Ratemaldng Under the FPA 

Except for certain limited circumstances discussed below (foimula rates, le^ enxsr by the 
Commission), the courts have consistently held that under the FPA, flie Commission does not have 
authority to order retroactive rate (tecreases. Ssg FPC v. .Sierra Pacific Power Co.. 350 U.S. 348, 
353 (1956); Public Service Co. of New Hamnshht; v. FFRC. 600 F.2d 944, 957 n.51 (D.C. Cir. 
1979). cert, denied 444 U.S. 990 (1979). 

h a United States Supreme Court opinion addressing the Fecferal Power Commission's lack of 
aufliority to order reparadons under section 205(a), the dissent (which concurred with the court's 
conclusion that tire FPA does not auflioriae reparations under section 205(a)) stated- 

We &ce at the oirtset the contention fliat this section confers on the 
Federal Power Commission authority to award reparations fer 
unreasonable rates collected in the past Federal railroad rate 
legislation gave such a power to the Interstate Commerce Commission 
(citations omitted). But it was not given to tire Federal Power 
Commission. It was withheld deliberately. See S. Reo. No. 621. 74th 
Cong., 1st Sess. 20. Wholesale consumers of electric energy were 
apparently considered as a rule, aifequately protected by fee 
provisions of fee Act authoriaing fee Commission to grant prospective 
relief and in certain circumstances, to order refunding of sums 
accumulated during fee pendency of rale proceedings. §§ 205(e), 

206(a), 49 Stat 852, 16 U.S.C. §§ 824d(e), 824e(a). 

Montana-Dakota Utilities Co. v. Northwestern Public Services Co. . 341 U.S. 246 at 
257-58 (1951), (Frankfurter J., dissenting on other grounds). 

As fee D.C. Ciraut in CitvofPiqua stated; 

In essence, the rule against retroactivity is a "cardinal principle of 
ratemaking[:] a utiiity may not set rates to recoi?) past losses, noc may 
fee CommJssion prrescribe rates on feat principle." [citation omitted] . . 

. The .retroactive rateitiaking rule feus bars utility refunds for past 
excessive rates, or fee Commissions retroactive substitution of an 
unreasonably high or low rate wife a just and reasonable rate. 

CitvofPiquav.FERC. 610 F.2d 950, 954 (D.C. Cir. 1979). 

There are, however, some limited circumstances under which fee Commission can order 
tefuntte for past periods. For exartqtle, where fee Commission has conditionally accepted for filing a 
formula rate (such acceptance is subject to the condition that fee Commission may, at a later date, 
retroactively order reftmds wife respect to certain costs impermissibly charged throu^ the formula) and 
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the utility has charged impennissible costs flirough the formula, or where the lates charged were 
contraiy to the filed rate, the Commission may orda' tefimds. See. e.g.. A ppalachian Powct Co. . 23 
FERCK 61,032 at 61,088 (1987). The Commission may also be able to order lefirnds as a remetfy 
to collect legal errors found by an appellate court i^xm judicial review of a Commission ordCT on a 
requested rate change. United Ga.s v. Cailerv Pmperties . 382 U.S. 223, 229 (1965) (while the 
Commission has no power to make reparation otr^ its power to fix rates being pro^iective only, it is 
not so rratricted where its order, which never became final, has been overturned by a reviewing court); 
Reynolds Metals Co. v. FERC. 777 F.2d 760, 763 (D.C. Or. 1985); sse Public Utilities Commksion 
of the State of California v. FERC. et al. . 988 F2d 154, 161-162 (1993) (allowing pipeline to seek 
retroactive recovery of costs based on court reversal of FERC ortter, citing "general principle of agency 
authority to implement judicial reversal"). M Office of Consumers Cormsel v. FERC . 826 F,2d 1136 
(D.C. Ctr. 1 987), the court held fliat where foe Commission had committed legal enor in foiling to 
order rate relief to consumers, rate relief dating back to foe date of foe Commission's error would 

not violate section 5 of the NGA ’ '* since this would place consumers in foe same position they would 
have occupied had foe enor not been made. See also Tennessee Valiev Mun. Gas Arsn. v: FPC . 
470 F.2d 446, 453 (D.C. Cir. 1972) (granting of refunds did not violate anti-teparations language in 
foe statute which was designed to protect established expectations under legally established rate 
schedules; one "cannot claim justifiable reliance or protectable expectations based on [Commission] 
action which was illegal"). 

D. Applicability of foe Refund Provisions of Sections 205 and 206 and foe 

£iled-Eae and Retroactive Ratemaldng Doctrines to Market-Based 
Rates 


No distinction between cost-based and market-based rates is made in foe FPA. Indeed, foe 
statute itself does not dictate or even indicate how foe Commission is to establish rates. Nor have 
courts fijund the Commission to be "bound to the use of any single formula or combination of formulae 
in detennining rates." FPC v. Hope Gas Co. . 320 U.S. 591, 602 (1944); ss Duquesne Li^ Co. v. 


"**^6 court determined that foe Commission had committed legal error. 

''“is U.S.C. § 717d(1994). Section 5 of foe Natural Gas Act is analogous to section 206 of 
foe FPA 

”'ln Exxon Co., USA v. FERC, 182 F.3d 30, 49 p.C. Cir. 1999), foe court held: 

The grals of equity and unpredictability' are not undermined when foe 
Commission warns all patties involved that a change in rates is only 
tentative and might be disallowed. ... As we stated in fPuhlie Service 
Co. of Colorado V.FF.RC. 91 F.3d 1478 (D.C. Cir. 1996)], "[ajbsent 
detrimental and reasonable reliance, anyfoing short of full retroactivity . . 

. allows [some parties] to keep some unlawful overcharges without any 
iustification at all." 91 F.3d at 1490. 
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Barasch. 488 US. 299, 310 (1988) (same). Section 205(c) of the FPA is clear, however, that aU 
rates and charges for jurisdictional transactions must be on file wifli the Commission Further, a 
Commission-approv^ rate, whether cost-based or market-based, may not be changed, except as 
provided by sections 205 and 206 of the FPA. The refund provisions of sections 205 and 206 of the 
FPA thus would ^rpear to apply equally to both cost-based rates and market-based rates. Similarly, 
the filed rate and retroactive ratemaking doctrines, which tfaive fiom the requirements of sections 205 
and 206, would appear to apply equally to cost-based and market-based rates. There is no court or 
Commission precedent that addresses the question directly, however. 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, 
Complainant, 


V. Docket No. ELOO-95-000 

Sellers of Energy and Ancillary Services 
Into Markets Operated by the California 
Independent System Operator and the 
Califomia Power Exchange 

Respondents. 

Investigation of Practices of the Califomia 

Independent System Operator and the Docket No. ELOO-9S-000 

Califomia Power Exchange 

Public Meeting in San Diego, Califomia Docket No. ELOO-107-000 

Califomia Power Exchange Corporation Docket No. EROO-3461-000 

Califomia Independent System Operator Docket No. EROO-3673-000 

Corporation 


(Issued November 1, 2000) 


MASSEY, Commissioner, concurring: 

Today the Commission takes a step toward restoring confidence that wholesale 
markets in Califomia can produce just and reasonable prices and consumer benefits. I 
am concurring on this proposed order, and vrant to make a number of points. 

First, our order finds that the Califomia wholesale market has produced wholesale 
prices for electricity that are unjust and unreasonable, and that remedies are necessary. 
On August 23d, in voting on the complaint filed by San Diego Gas & Electric, I reached 
this conclusion and set forth my opinion in a separate written statement. Although I have 
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maintained an open mind on all issues during the course of our subsequent investigation, 

I am convinced that any reasonable interpretafion of the record now before us today leads 
to this same conclusion. 

Second, our order moves in the ri^t direction toward remedying the problems in 
California's electricity market. It correctly identifies the problems that must be addressed 
going forward to ensure just and reasonable rates and protect consumere. The over 
reliance on spot markets, undemcheduling leading to prices in the real time markets, 
and the lack of a demand response are clearly areas that must be dealt with effectively, 
and our order proposes remedies in each of these areas. I am pleased that our order 
requires the ISO and PX to reconstitute their governing boards with independent 
members and abolishes the so-called stakeholder boards. Today's order eliminates the 
state-imposed requirement that the three California utilities sell into and buy from the 
PX, and I support the ending of this so-called buy/sel! requirement 

Third, our order proposes price mitigation going forward. No bid in excess of 
$ 1 50MWh will set the market clearing price in the ISO and PX auctions. Sellers may 
bid above this level and receive their bid if they are dispatched, but they will not set the 
price that all generators will receive and must report their bid to the Commission. 

And fourth, from October 2, 2000 going forward, purchasers may be entitled to 
refimds for any unjust and unreasonable wholesale prices that may be charged over the 
following 24 months. 

In some of these areas, however, I continue to advocate a more aggressive 
approach. One of these is forward contracting. Our order finds that there has been an 
over reliance on spot markets in California, and that consumers have suffered from this. 
We rightly focus attention on the importance of forward contracts as a way for both 
buyers and sellers of power to hedge the risk of volatility in the ISO and PX spot 
markets, and we encourage state policymakers to remove unnecessary barriers to forward 
contracting. Our order says that we expect public utility sellers to offer a full range of 
forward contracts covering both short and long-term periods of time. I agree with these 
conclusions, but would like comment from parties to this proceeding on whether the 
Commission's final order should take additional steps to "kick start" the market for 
forward contracting. 

Should we, for example, require sellers during the two-year mitigation window to 
forward contract with California load serving entities a certain percentage of their 
supply? In a recent pleading styled an Offer of Settlement, the California ISO suggests a 
forward contracting requirement of 70'’/o. Should the Commission require a certain 
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amount of forward contracting as a temporary measure to mitigate market power in spot 
markets? Should such an obligation be placed on sellers or buyers, or both? Should the 
Commission speci^r a certain level, or does this unnecessarily intrude into business 
arrangements? During our recent hearing in San Diego, Professor Frank Wolak, 
Chairman of the ISO's Market Surveillance Committee, suggested that the Commission 
define a forw ard contract of 18-24 months duration, set a just and reasonable price for 
such a contract, and attempt to reach agreement with the California PUC that purchasing 
such a contract would be deemed prudent. I would appreciate comments on the viability 
of this concept as well. 

Another issue on which I would like comment from parties is our order's proposed 
$150/ MWh ceilirig on the market clearing price. Is this a sufficient consumer protection 
measure? This ceiling would last for 24 months. Our order concludes that in some 
hours, and particularly at high load levels when there is an imbalance between supply and 
demand, flawed market rules and a flawed market structure allow tiie exercise of market 
power that must be effectively mitigated. Under the proposed $150 ceiling, a generator 
that bids higher and is dispatched can receive the higher bid, so this is not a hard $150 
cap, but this higher bid will not set the market clearing price, and the generator must file 
a report to allow the Commission to evaluate the bid. This $150 "soft cap" is designed to 
accommodate the marginal running costs for a combined cycle generating unit, 
dispatched roughly one third of the time, with an investment payback period of 5 years. 

It seems to me that these same assumptions, coupled instead with a 10 year payback 
period, might justify a $120 ceiling. Or the price of natural gas could fall, justifying a 
somewhat lower ceiling. 

I would like comment on whether this soft cap is a good idea. Will it be an 
effective market power mitigation measure? Has the Commission balanced competing 
interests reasonably in choosing the $150 level? Should such a cap vary at different load 
levels or with the price of natural gas or Nox credits? Commenters should keep in mind 
that today's order proposes to eliminate the ISO's purchase price cap authority, which is 
the only wholesale price mitigation protection customers have had, so the $150 soft cap 
should be evaluated with this in mind. Would a 24 month hard be more appropriate 
or would it deter entry of much-needed generation. 

Our order deals with other important issues. With respect to the issue of 
retroactive refunds for last summer when prices were very high, our Office of General 
Counsel has prepared a legal memorandum that concludes that the Commission has no 
authority to order refunds for any period of time before October 2, 2000. I realize that 
this is an issue of utmost importance to the residents of California. This agency must act 
within the authority delegated by law, and the Congress has not given us this authority. 
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according to our legal staff. Today's order concludes, however, that the Commission 
would consider any equitable remedies that parties wish to propose in this area. I 
interpret this language among other things to invite comment on the extent of the 
Commission's authority in the area of refunds. Has our legal staff reached the correct 
conclusion? Are there legal precedents or arguments that we have overlooked or 
misconstrued? This is such an important issue that we should use the comment period to 
ensure that we reach the correct conclusion with respect to the scope of our refiind 
authority. 

Finally, our order attempts to lay out the areas of concern that we believe are our 
responsibility under the Federal Power Act, including the justness and reasonableness of 
wholesale prices and ensuring the independent management of the transmission grid. 

But for the wholesale market to function well, California needs new generation and 
transmission capacity, and the siting of new facilities is clearly within the jurisdiction of 
the State of California. I know that I am stating the obvious, but I just want to make the 
point that we share jurisdiction over electricity regulation with the State of California. 

We must do our part, and the state must do its part to ensure that customers benefit from 
competition. I look forward to working with the State of California to ensure that 
consumers do in fact benefit from competitive markets that produce just and reasonable 
prices. That is what today's order is all about. 

In conclusion, this is not a perfect order. I seek comment on whether we should 
take a more aggressive approach to certain issues. Going forward, this Commission must 
take each and every measure necessary to protect consumers from unjust and 
unreasonable prices. We must ensure that consumers benefit. 
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HEBERT, Commissioner, concurring: 

Introduction 

As much as I would like to offer a recitation that would be more to the liking of 
San Diegans, and sit as the most popular member of this Commission, my oath, taken 
almost exactly three years ago on this date, requires me to regulate in a forthright and 
intellectually honest fashion. We must provide supply and deliverability opportunities in 
America and, especially, in California. Worse than high prices, reliability concerns for 
the good people of California must be a priority. 

Recent events demonstrate two things. California wholesale electricity markets 
require reform. And California ratepayers deserve relief. 

In today's order, the Commission attempts to accomplish both tasks. Frankly, in 
my judgment, it is not altogether clear whether the Commission has moved in the 
direction of achieving its stated goals of reforming California markets and helping 
California ratepayers. If it were up to me, today's order would be much, much different. 

Nevertheless, on balance, today's order appears to be a step in the right direction. 
For this reason, I hesitantly concur. However, there remains much uncertainty as to the 
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practical effect of various remedial measures adopted in today's order. I can support the 
order only because it docs not rqjrcsent the last word; it is merely a "proposed" order. A 
technical conference and a round of comments from the public will follow. If. after 
listening to comment on the subject, I am convinced that the Commission has moved in 
the wrong direction - and I am perilously close to that conviction right now - 1 will not 
be hesitant to upset the ba^et of teme(fral measures adopted tod^. 

I write separately to present for comment the basket of remedial measures I would 
adopt, if given the chance. I agree with today's order to the extent it explains that 
California electricity markets suffer from serious structural defects that inhibit the 
operation of a competitive market. I also agree that the current situation requires 
“decisive" action; otherwise. California markets will not move toward the goal we all 
agree on. The Commission needs to act now to ensure that energy suppliers have an 
incentive to enter capacity-starved California markets, that local utilities have strong 
reason to hedge against price risk, that entrepreneurs have a motivation to develop new 
products and technologies, and that consumers share a motivation to conserve. 

I simply disagree with today's order with respect to its selection of corrective 
measures. Some will help; others will hurt. Others not selected would have helped 
more. The Commission should have stopped with corrective measures designed to 
remove impediments from the operation of a competitive market. Instead, unfortunately, 
it decided to go farther and adopted additional measures that prescribe with tremendous 
specificity how market institutions and market participants should act during the 
transition period to a fully competitive market. The majority of the Commission believes 
that various prescriptive measures will ease the pain felt by market participants during 
what it believes will be a two-year transitional period. 

I believe, however, that the Commission's overreaching will only prolong the 
transition period for an indefinite period. If the Commission were truly committed to the 
competitive ideals articulated in today's order, it would have taken "decisive" action to 
ensure that California markets achieve those ideals as quickly as pcssible. Now is not the 
time for timidity. California ratepayers will benefit from the resttucturing of the 
California energy market only when that market is allowed to operate without artificial 
restraints designed by regulators who believe that they know best how to serve energy 
customers. 

I now proceed to explain the basket of remedial measures I would adopt to 
address the Califomia dectricity situation. I then explain those measures adc^ted by the 
Commission that I would not have adopted. I finish with a discussion of the 
Commission's attitude toward refunds. 
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Remedial Measures I Would Adopt 

1. Eliminate AH Price Controls 

Today’s order is filled with repeated references to the perceived need for "price 
mitigation.” As a general matter, I find the concept of "price mitigation" to be an 
offensive one. Government should not be mitigating prices. It is ill-equipped to do so; 
its efforts invariably back-fire to the detriment of consumers. Rather, maricet participants 
- primarily ener©f suppliers and energy consumers - should be entrusted with the abill^ 
and the responsibility to mitigate their price exposure as they deem best. 

This is a subject that I have written about in numerous dissents and concurrences 
over the past three years. Events in California demonstrate that my position is not merely 
academic or philosophical. In a report dated September 6, 2000, the Market 
Surveillance Committee of the California ISO concluded that price caps have little ability 
to constrain prices. Specifically, it noted that monthly average energy prices in 
California during June of this year, when the price cap was $750/MWh, were lower than 
monthly average energy prices during August of this year, when the price cap was 
$250/MWh - even thou^ energy consumption was virtually the same in both months. 

Moreover, the Commission's own Staff Report suggests that there is a direct 
correlation between lower price caps and higher consumer prices. Specifically, it finds 
that decreases in the ISO price cap this past summer were matched by increases in 
exports of electricity out of California during the same period. The resulting decrease in 
net imports, historically relied upon by California, is one of the principle reasons for the 
increase in wholesale electricity prices. 

For these reasons, 1 am gratified that the Commission today decides to reject the 
price cap proposed by the PX and the purchase cap amendment filed by the ISO. I agree 
wife the rest of the Commission that the price cap has served to keep sellers out of 
California markets and has inhibited the incentive of electricity purchasers to engage in 
forward contracting and thus hedge against price volatility and uncertainty. 

Unfortunately, the Commission does not stop here. Instead, it proceeds to take 
additional “mitigation" action that belies its stated intention to allow competitive markets 
to send price signals to suppliers and customen. 

2. Abolish the Single Price Auction 
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The Commission abandons a hard cap and imposes a soft cap in its place. This is 
accomplished through the Commission’s modification of the single price auction. In 
today's order, the Commission creates two distinct categories of bids into ttie PX and 
ISO. Sellers bidding below $150/MWh will be subject to little scrutiny. Sellers bidding 
in excess of the $150 threshdd, however, will be subject to tremendous scrutiny. 

Today's order etqslains in considerable detail all of the information the PX, ISO, and each 
seller must report for each bid in excess of $150. Moreover, the order states ominously 
that the purpose of the enhanced reporting requirements is not simply to monitor market 
behavior. Rather, it explains that the Commission will use this information "to adjust 
transaction prices, if necessary, to establish just and reasonable rates." 

Thus, to me, the practical effect of today's modification to the single price auction 
is to clearly disfavor all bids in excess of $150. While the order states that the 
Commission is not preventing a supplier from bidding in excess of that number and 
receiving its bid, I doubt that suppliers will be anxious to take advantage of that 
opportunity and to incur the Commission's wrath. I ask for comment as to whether my 
doubts are shared by the industry, 

I would simplify matters considerably. I would not select an arbitraty $150 figure 
and leave it in place for an equally arbitraty 24-month period. Instead, I would do what 
numerous participants in our California proceeding have been asking us to do - eliminate 
the single price auction altogether, 

Despite its length, today's order is surprisingly silent as to the merit of abandoning 
the single price auction. (This is one of the remedial options identified in the Staff 
Report) I fail to perceive any compelling reason why any bid should set the price for the 
entire market. If the market clearing price for the final increment of needed capacity is, 
say, $100 MWh, why should a supplier who bid a lower figure receive the same value as 
that afforded to the supplier of hi^K--priced increment? Similarly, if the market clears 
in excess of $100, why should that clearing price set the market price? 

My preference is that sellers in California be paid what they bid, regardless of 
what that bid is, rather than the market clearing price. I can think of no other action that 
would be more effective in lowering rates to truly competitive levels. 

3. Terminate the Mandatory Buv-Sell Reouirement in the PX 

This is one topic that the Commission gets right in most respects. Wholesale 
customers should have the ability to name their own price. The Priceline.com model is, 
in its most basic form, applicable to wholesale electricity. Purchasers do not need the 
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govcmment to intercede to limit upside price risk. Rather, purchasers have the ability to 
do this for themselves, if government does not interfere to limit their abili^ to take 
advantage of financial instruments and contracting options. 

Today's order concludes that the existing requirement that investor-owned utilities 
sell all of their generation into and buy all of their requirements fi'om the PX contributes 
significantly to rates that are unjust and unreasonable. I agree. The Commission 
correctly removes this encumbrance to trading options. Load-serving utilities should 
have full opportunity to pursue a portfolio of long- and short-term resources and to reach 
whatever markets are best suited to meet the needs of their customers. 

Unfortunately, in its zeal to promote hedging opportunities - a laudable goal to he 
sure - the Commission goes too far. I explain later in this statement my objection to the 
Commission’s decision to dictate to market participants how best to manage risk. 

4. Direct the ISO and PX to Address Remaining Impediments in Their 
January. 2001 RTO Filing 

Today's order expends many pages addressing numerous other flaws in the 
California market design. Specifically, the order discusses reserve requirements, 
congestion management redesign, reliability and operational measures, governance 
structures, demand response, balance scheduling, generation interconnection, and market 
monitoring and mitigation. The Commission requires specific responses to certain of its 
concerns. It directs market institutions and participants to consider and report back on 
other concerns. 

I am greatly concerned that the Commission, in its desire to appear active and 
engaged, is greatly undeimining the ability of the ISO and PX to make its regional 
transmission organization (RTO) filing. That filing is due to be filed no later than 
January 16, 2001 - only 2 Vi months from now. I have no problem with the Commission 
identifying its concerns in this order. However, I would ask the ISO and PX to take 
these concerns into accounts when they make their RTO filing. By asking the ISO and 
PX to act immediately on some measures, relatively soon (short-term) on other measures, 
and somewhat more leisurely (long-term) on still other measures, the Commission is 
greatly inhibiting the ability of the PX and ISO to respond effectively to their RTO filing 
obligation. The Commission is also hindering, and in some cases pre-judging, its ability 
to act on that filing once received. 

Remedial Measures 1 Would Not Adopt 
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1. Modify the Single Price Auction 

I have already explained my preference for abandoning, rather than modifying, the 
auction rules used by the PX and ISO. If the Commission insists on modifying, rather 
than terniinating, the single price auction, I would offer a different modification. 

Specifically, I would start the single price auction for all sale offers at or below 
$250 MWh. I would not lower the de facto price cap below the figure currently in place 
and previously approved (over my dissent) ^ the Commission. The Staff Report 
indicates (at 6-12) that the existing ISO cap already appears to be too low, and that it 
comes close to the variable costs (fuel and emissions) of a combustion turbine. The 
Report continues that a price cap at the existing level is unlikely to be high enough to 
attract new investment. 

If the Commission is insistent that it must have a single price auction dollar figure 
in place, I would not leave it at that figure for the entire period of the transitional period. 
Rather, I would escalate that figure upward by specific amounts (say, $250 or $500 
amounts) at specific intervals (say, every six months). In this manner, California market 
participants and institutions, in conjunction with California regulators and legislators, 
will have the incentive to respond immediately to the market design flaws identified in 
today's order. For example, the Commission has no authority to direct the state of 
California to expedite its siting and permitting procedures, or to drop remaining 
impediments to forward contracting. A price cap escalator, however, would act to spur 
all market players to adopt new and badly-needed remedial measures 

2. Disband Stakeholder Boards at This Time 

I have no particular fondness for the stakeholder Governing Boards for the PX 
and the ISO. As today's order correctly etqilains, the decision-making process is overly 
complex, mired in controversy, and prone to excessive influence by special interest 
groups. In operation, the Boards function as little more than a debating society among 
various market participants. Their governance structure is no model for how a 
transmission grid or centralized exchange should be operated. The structure is certainly 
no model for how a competitive business should be run. 

Despite all of my misgivings, I would not proceed, as the Commission does today, 
to dictate right now how the Governing Boards should be restructured. Governance and 
independence are topics, I presume, that the ISO and PX are vigorously debating as they 
prepare their RTO filing. They very well may decide to adopt the independent, non- 
stakeholder governance structure preferred by the Commission in today's order. But, 
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then again, they may not. This is ultimately a matter to be addressed by the ISO and PX, 
after consultation with various market participants, in the first instance and for the 
Conamission to consider only after receiving the California RTO filing. 

By insisting upon a non-stakeholder structure right now, the Commission is 
betraying its principles as articulated in Order No. 2000. The Comimssion stated its 
preference for flexibility and initiative. It also indicated that what works well in one 
region of the country may not woric as well in other regions. I have no idea whether the 
Boards of ISOs in New Yoik, New England, and PJM would have responded any more 
effectively and independently than the California ISO and PX Boards, had they been 
presented with similar market problems. Today's order assumes that governance 
structures in the East would have operated more effectively than the existing governance 
structure in the West. I would make no such assumption. 

Indeed, all of the Commission's articulated concern for independence and 
effective decision-making merely confirms my belief that by far the most independent 
and effective governance stracture is that found in an independent transmission 
company. Despite my enthusiasm for a transco, I would not dare suggest that the 
Commission impose one on California right now in punishment for the conduct of the 
California Governing Boards this past summer. 

Finally, the Commission is needlessly provoking a constitutional show-down. 

The Governing Boards are the product of legislative decisionmaking. As a practical 
matter, 1 doubt they can be replaced in the time frame contemplated in today's order. 
Moreover, left unexplained is what the Commission intends to do if the ISO and PX balk 
at the requirement to adopt immediately a non-stakeholder governance structure. This is 
precisely the reason why the governance structure should be negotiated and worked out 
in the context of the collegial RTO process - not determined immediately by regulatory 
fiat. 


3. Dictate to Market Participants How Be.st to Manage Ri.sk 

I share the Commission's enthusiasm for risk management and forward 
contracting. A prudent utility, I assume, would spread out its risk and procure a 
diversified portfolio of contracts. This Commission and the California Commission, to 
the extent possible, should encourage the scheduling of load in forward markets (daily, 
weekly, monthly, annually, etc.) and should discourage scheduling in real-time (spot) 
markets. California utilities that failed to take advantage of forward contracting options, 
because of inattentiveness or regulatory inhibitions, were badly burned this past summer 
when real-time electricity prices sky-rocketed. 
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Nevertheless, I draw the line at dictating to market participants precisely how 
much of their transactions to schedule in forward markets and how much to schedule in 
real-time markets. I have no basis for assessing what an optimal allocation between 
forward and real-time scheduling should look like. I believe that no single risk allocation 
portfolio is appropriate for all market participants. And I believe that no maiket 
participant should be locked into a particular allocation method once established. This is, 
ultimately, a decision to be made by market participants based upon their own risk 
tolerance and their own evaluation of competitive and financial opportunities. 

(Hopefully, m^ket participants will be able to make such a decision now that flie 
Commission is eliminating the mandatory buy-sell requirement in the PX.) 

I understand that there is a fine line between managing risk and operating in a 
reliable manner. The Commission justifiably raises a concern in today's order that 
underscheduling of load and generation in day-ahead and day-of markets forces the ISO 
to operate an energy market and places system reliability at risk. However, the answer to 
this concern is not to compel market participants to schedule 95 percent or more of their 
transactions in forward markets. Rather, I would prefer to direct the ISO and PX to 
address the underscheduling issue in their forthcoming RTO filing. 

Refunds 


I choose to close with a discussion of refunds, so as to stress the importance of 
this issue. 

The Commission needs to be honest and forthright with California ratepayers on 
file subject of refunds. It is a basic premise of responsible government that the American 
public should know precisely where their elected and appointed officials stand. This is 
particularly true in California, as the Commission has promised in its orders and in its 
hearings that it would decide quickly and decisively whether to order refunds. 

1 believe that the Commission has failed as to this basic responsibility. It is now 
November 1, and California ratepayers are no closer to a final decision on their claim to 
refunds for perceived overcharges during the summer. Today’s order employs mushy 
and confusing language on the subject of refiinds, indecipherable to all but the most 
devoted of FERC insiders. I would be more direct. 

As for refunds for past periods, today’s order concludes that legal authority offers 
“strong support” for the proposition that the Commission lacks authority to order 
retroactive refunds. I would not be so equivocal. The Federal Power Act rests on a 
legislative preference for rate certainty. Refunds and rate revisions, absent a utility tiling 
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are reserved for periods subsequent to the filing of a customer complaint or the initiation 
of a Conanission proceeding. I disoem no exception for market-based (as opposed to 
stated) rates. 

I fail to see how the Commission, even if it wanted to order refiinds for prices 
charged to San Diegans during the summer of 2000, could do so in the present 
circumstances. Neither the StaffReport nor today’s order contains any finding that any 
power supplier exercised market power or otherwise engaged in inappropriate behavior. 
Indeed, neither the StaffReport nor the order reaches definite conclusions about any 
seller or category of sellers. In these circumstances, how could the Commission order 
individual sellers or categories of sellers to make refunds, much less allocate 
responsibility for refiinds among sellers? 

Curiously, the Commission does state in a footnote that is willing to consider 
“other forms of equitable relief to mitigate the “severe financial consequences of last 
summer’s high prices.” Frankly, I do not know what this statement means. If the 
Commission intends to suggest that it enjoys the power to do indirectly what it cannot do 
directly - i.e., exercise its considerable powers of persuasion to motivate power suppliers 
to reimburse buyers in some respect ~ then 1 reject that suggestion as legally unfounded. 

As for refunds for future periods, today’s order informs power suppliers that their 
sales into California ISO and PX markets are now “subject to refund.” I addressed the 
practical effect of “subject to” language in my concurrence to the August 23 order 
initiating the Commission’s investigation into California markets. 92 FERC at 61,61 1. I 
believe that the inclusion of “subject to” language will act to exacerbate supply 
deficiencies in California. This is because power suppliers, uncertain Noether the 
Commission later may decide to alter the rate they have charged, justifiably will decide to 
sell their capacity in markets outside California. This will only accelerate the exodus of 
power outside California, a factor recognized by the StaffReport as contributing to the 
summer increase in the wholesale price of electricity. 

I also have serious reservations about conditioning market-based rate 
authorization on maintaining a “subject to refund” obligation through the end of 2002. 
This has the practical effect of extending the refund protection under section 206 of the 
FPA for a total of 27 months of protection. In contrast, section 206 is explicit that, 
absent dilatory behavior of the type not present here, refund relief may extend only 15 
months firom the refund effective date established by the Commission (here, October 2 
2000 ). 
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To address credible claims of anticomp<ditive behavior, I would employ the 
Federal Power Act as it was drafted and promulgated, not as it arguably should be 
revised to recognize modern-day power sales, 1 continue to believe diat fee Commission 
should act vigorously to detect and remedy real abuses of market power. If a complaint 
or Commission staff-initiated investigation can establish, to fee Commission’s 
satisfaction, such an abuse, fee Commission should order refunds prospective from the 
date of that complaint or investigation. By directing the imposition of a “subject to 
refiind” condition on California sellers of power, the Commission now goes beyond fee 
limitations of the FPA by allowing for fee potential award of refunds for conduct prior to 
the filing of a complaint or fee initiation of an investigation. 

Next Tuesday represents fee most political day of oir American heritage. It is our 
birthright as Americans, Today, there is no room for politics. The question is not 
whether or not I want to give refund relief to California ratepayers. 1 do, but I want to 
follow the law. I am certainly not above it. 

Conclusion 

In conclusion, there is much I like and much I dislike about today’s order. I 
believe feat it is important to keep the process moving forward and to inform California 
ratepayers and officials of our judgments as soon as possible. I look forward to public 
input. I remain committed to respond to the needs of California ratepaym in a balanced 
manner that, hopefully, will allow them to enjoy the benefits of a competitive market as 
quickly as possible. 

For all of these reasons, I respectfully concur. 
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1. Overview 

This investigation of the western bulk power market began at the direction of the 
Commission in an undocketed order issued July 26, 2000. The Commission directed staff 
to undertake a fact finding mission of the conditions in the electric bulk power markets in 
all regions of the country, including volatile price fluctuations in some regions. 
Specifically, staff was to (a) determine any technical or operational factors, regulatory 
prohibitions or rules (federal or state), market rules, or other factors affecting competitive 
pricing of the electric energy or the reliability of service and (b) report its findings to the 
Commission by November 1, 2000. 

Wholesale prices increased significantly over the summer in the West and 
residential and other retail consumers in the San Diego area saw these prices passed 
directly to them. In response to a complaint filed by San Diego Gas & Electric, on August 
23, 2000, the Commission initiated a parallel investigation under Section 206 of the 
Federal Power Act.' The Commission directed staff to accelerate its fact-finding 
investigation of the markets in California and the Western region and report to the 
Commission as soon as possible. This is staffs report of its findings. 

The focus here is primarily directed toward answering the questions, why prices 
behaved the way they did and what should be done about it. In terms of general 
methodology, we reviewed public data maintained at the Commission and used other public 
sources to establish the general framework of the markets in California and the rest of the 
Western Systems Coordinating Council (WSCC). We conducted interviews with market 
participants, state regulators, outside economists, entities representing retail customers, 
the Independent System Operator (ISO) and the Power Exchange (PX) to obtain further 
input.^ The staff then attempted to substantiate issues raised during the interviews regarding 
the market from the sources available to it and obtained data from market participants, the 
ISO, the PX and the WSCC. 

This was an informal investigation. As such, staff did not depose market participants 
or others as it might as part of a formal investigation. Given the purpose, to find the 
general cause of the unusual prices and market activity, this was not necessary. 

Finally, from a methodological standpoint, staff studied the issues from the 
perspective of both California and the entire WSCC, as events in one relate to the other. 
California, as a consistent net importer of electricity during peak periods, relies on sources 


*San Diego Gas & Electric Co., 92 FERC H 61,172 (2000) rehearing pending. 
^A list of groups interviewed is attached in Appendix A. 
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and markets outside of its boundaries. Consequently, the surrounding markets in the rest of 
the WSCC are greatly influenced by events and market rules in California. 


Brief Overview of Conclusions 

The report is organized to provide a factual framework for the Commission's use, 
sections discussing major issues evaluated during the investigation and, finally, a section 
with options for consideration by the Commission to remedy immediate and longer term 
problems. 

Section 2 of the report finds tight supply and demand conditions existed throughout 
the Wes* dinnng most of this summer, with emergency conditions concentrated in 
California. Broadly speaking, 

• Overall demand across the WSCC increased significantly driven by hot weather 
and load increases that were heat sensitive and that were also driven by 
increased economic activity. Average summer loads were 1 1 percent higher in May 
and 13 percent higher in June from the previous year. Energy consumption also 
increased across the WSCC by 5 percent in May and approximately 10 percent in 
Jime from the previous year. Offpeak demands in the Cal-ISO increased 
significantly during the summer, in large part to meet increased pumping demands 
for hydro power facilities, needed for peaking purposes both inside and outside of 
California. However, peak demand in the ISO area fell slightly, partially reflecting 
response to emergency declarations and actions. 

• Exports increased significantly, with little overall change in the level of imports. 
As a result, net imports decreased by approximately 3,000 megawatts (MW) from 
May through August. The ability to increase imports was limited by hydro 
conditions in the Northwest, which actually declined in July and August, and tight 
load conditions in other western subregions. Weather conditions led to increased 
exports in July and August, corresponding to the decreases in the ISO price cap from 
$750 to $500 in July and then to $250 in August. 

• Outages increased significantly compared with 1999. This was especially true 
with regard to unplanned outages. 

• Increased quantities of demand and supply were left unscheduled in day-ahead 
and hour-ahead markets. When loads increased above 35,000 MW in June and at 
lower levels in July and August, the ISO was forced to buy substantial amounts of 
power in the form of replacement reserves or out of market purchases. 
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• Non-hydro generation resources throughout the West were more heavily utilized 
in 2000 over 1999. Generation from non-hydro resources in 2000 increased by 
15.1 percent in May and 24.9 percent in July over 1999 levels. Based on a snapshot 
ofWSCC capacity during a selected high load period, little additional capacity 
appears to have been available at peak times. 

Section 3 of the report finds that wholesale power prices were high throughout the 

West in the sununer of 2000, but their implications were most acutely felt in California. 

The principal findings of the report on western prices and costs in the summer of 2000 are; 

• Prices in the ISO spiked in May and June and average June prices reached 
record high levels. While an ISO price cap of $750 existed dming the early part of 
the summer, prices became highly volatile and the hourly price hit the cap on 3 days 
in June. Average June prices reached record levels of $ 1 20 in the PX. 

• Average prices were lower in July than in June, but total costs paid by 
purchasers in August were higher than in June. Caps of $500 in July and $250 in 
August had a dampening effect on high hourly prices, but average prices in August 
rose to $166 in the PX after falling below June levels to $106 in July. The lower 
caps may have played a role in increasing exports in July and August. 

• Prices at other trading hubs in the West generally correlated with California 
prices, suggesting that opportunities to sell at high prices existed in these 
regions when California prices were high. However, it is not yet clear how scarce 
supplies were in these regions or to what extent prices outside California were for 
California imports rather than consumption in other regions. While information for 
certain weeks in the West indicated supply was scarce, it was not possible to make 
an overall assessment on scarcity throughout the West without additional 
information. 

• Cost for fuel and environmental compliance (NOx credits) increased significantly 
in July and August. Gas prices rose from approximately $2 per MMBtu early in 
the year to approximately $5 per MMBtu in August. Credits to comply with NOx 
standards rose from $6 per pound in May to $35 in August and $45 in September. 
Lowered caps in July and August reduced the ceiling for market prices while these 
fuel and environmental costs raised the “floor.” As a result, prices traded over a 
narrow range. 

• Prices in some hours appear to be above those that would have prevailed in a 
competitive short-term market, if prices were determined from short-term 
marginal costs. 
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• Examination of bid patterns in the PX and ISO replacement reserve markets and 

a review of ISO out of market purchase activity does not suggest substantial or 
sustained attempts to manipulate prices in these markets. Supply curves bid into 
the PX show higher bids, on average, when the price caps are lowered. However, the 
increases are not correlated with particular classes of bidders, suggesting that the 
pattern may reflect increased costs for most participants rather than a pattern of 
individual bidders or classes of bidders attempting to raise prices intentionally. 

Section 4 outlines the statutory and regulatory framework related to energy markets 
in the West. The report describes the roles and policies of the federal and state economic 
and environmental agencies in regulating electric utilities in California and the western 
states. It also discusses the restructuring efforts in California and the establishment of the 
California ISO and PX, as well as the creation of the California Electricity Oversight 
Board. Additionally, this section outlines requirements imposed on the California utilities 
by the California Public Utilities Commission (CPUC). 

Section 5 discusses the issues that were raised as possibly causing the high prices of 
this summer. These fall into three general categories; (a) competitive market forces, (b) 
market design problems and (c) market power. The data clearly show that a general scarcity 
of power in the West and increased costs to produce power were factors causing these high 
prices. It is also clear that existing market mles exacerbated the situation and contributed 
to the high prices. The data also indicate some attempted exercise of market power, if the 
standard of bidding above marginal cost is used, and some actual market power effects, to 
the extent that prices, at least in June, were significantly above competitive levels. 

However, the data do not isolate specific exercises of market power or suggest that the 
exercise of market power was more important than other primary explanatory factors. 

Section 6 provides a range of options to address the problems identified in this 
report. Staff also attempts in this section to provide the possible benefits and drawbacks of 
various options. 

This investigation was conducted on an expedited basis so there was not enou^ time 
to address all issues in depth. This report is intended to provide the Commission with “the 
big picture.” 
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2. Supply and Demand Conditions 

Supply and demand conditions throughout the West were tight much of the summer, 
with emergency conditions concentrated in California. The broad factors were hot weather, 
in some cases extreme hot weather, coupled with continued demand increases without 
corresponding increases in power production capability. The main findings of the report on 
demand and supply conditions are: 

• Overall demand increased significantly. Driven by hot weather, load increases 
over previous years were most pronounced in May and June. Average summer 
demand in the California Independent System Operator (Cal-ISO) area increased 8 
to 9 percent over the previous 2 years. Peak hour demand forecasts increased 
slightly over 1999, but actual hourly peaks fell slightly, reflecting in part the 
response to emergency declarations and actions. Offpeak demands increased 
significantly in July and August, in part to meet increased pumping demands and to 
conserve water stored at hydropower facilities, needed for peaking piuposes both 
inside and outside the Cal-ISO area. 

• Exports from California increased significantly, with little overall change in the 
level of imports. As a result, net import decreases averaging up to 3,000 megawatts 
(MW) needed to be offtet by increases in generation internal to the ISO control 
area. The ability to increase imports was limited by hydro conditions in the 
Northwest, which actually declined in July and August, and tight load conditions in 
other western subregions. Weather conditions in the desert southwest were among 
the hottest on record. These conditions led to increased exports in July and August, 
corresponding to the decreases in the ISO price cap from $750 to $500 in July and 
to $250 in August. 

• Outages increased significantly. Compared with 1 999, outages in the Cal-ISO area 
increased as much as 2,900 MW. Planned outages in January through April were 
significantly lower in 2000 than in 1999. However, unplanned outages in May 
through August, particularly in July and August, were much liigher in 2000 than in 
1999, 

• Increased quantities of demand and supply were left unscheduled in day-ahead 
and hour-ahead markets. When loads increased above 35,000 MW in June, and at 
lower levels in July and August, the Cal-ISO was forced to buy substantial amounts 
of power in the form of replacement reserves or out of market purchases in real 
time. 

• Non-hydro generation resources throughout the West were more heavily utilized 
in 2000 than in 1999. In 2000, non-hydro resources generated 15.1 percent more 
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power in May and 24.9 percent more power in Jirne, compared with 1999. Based on 
an analysis of WSCC capacity during the week of July 3 1 to August 4, little 
additional capacity appears to have been available at such peak times. 

Section 2.A. provides background on supply and demand: the bulk power system in 
the West, distribution of resources and expectations for the summer of 2000 in the spring. 
Each of the main findings summarized above is discussed in Section 2.B. 


A. Supply and Demand Background 
1. Brief Description of Bulk Power System in the West 

The Western Grid encompasses 1.8 million square miles within 14 western states, 
two Canadian Provinces, and a portion of Baja California Norte Mexico. Figure 2-1 
illustrates the 'configuration of the Western Grid. The Western Interconnection transfer 
capability with other regions is limited to around 1,000 megawatts. 

The Western Grid operates under the North American Electric Reliability Cotmcil 
(NERC) guidelines as administered by the regional reliability council: the Western 
Systems Coordinating Council (WSCC). The WSCC is divided into four reporting 
subregions and 30 load control areas. The subregions are shown in Table 2-1. 


Table 2-1. Subregions in the WSCC 


Subregion 

States Comprised 

AZ/NM/SNV (Arizona) 

Arizona, most of New Mexico, the western part of Texas, southern 

Nevada, and a portion of southeastern California 

CA/MX (California) 

Most of California and the northern portion of Baja California, Mexico 

NWPP (Northwest) 

Washington, Oregon, Idaho and Utah, British Columbia and Alberta, and 
portions of Montana, Wyoming Nevada and California 

RJVIPA (Rockies) 

Colorado, eastern Wyoming, and portions of Western Nebraska and South 
Dakota 


Within the Califomia-Mexico subregion (California) of the WSCC is the California 
power grid, which carries bulk electricity to local utilities for distribution to their 27 
million customers and transports significant amounts of power for other generation or 
local distribution entities in the region. The Cal-ISO assumed control of 75 percent of the 
California power grid (Cal-ISO grid) in 1998, consolidating the transmission systems of 
the three investor-owned utilities into one large system. The network comprises 21,000 
circuit miles of power lines that deliver about 165 billion kilowatt-hours of electricity each 
year. Power plants connected to the Cal-ISO grid have a total capacity of approximately 
45,000 megawatts. 
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2. Historical Load Growth and Resource Mix 

Peak load in the WSCC has been steady over the last 1 7 years, as shown in 
Figure 2-2. Over this period, growth in peak summer demand was highest in the 
Arizona/New Mexico/Southem Nevada (Arizona) region, at an overall annual average of 7.9 
percent, followed by California at 3.2 percent, the Rockies at 2.8 percent and the 
Northwest at 2.4 percent. Table 2-2 shows load growth for two recent S-year periods. 
California and Northwest show large differences in growth rates between the two 3-year 
periods, while growth rate differences in the Rockies and Arizona are small. These 
variations can be driven by many factors, but two major ones include changes in weather 
patterns and increases in economic activity. 

The WSCC region has approximately 160 gigawatts (GW) of generation capacity. 
From 1991 to 1998, an average of 1,197 megawatts (MW) were added peryear, agrowth 
rate of under 1 percent.’ Current and planned (as of January 1 , 2000) capacities by 
subregions are shown in Table 2-3. Planned capacities in this table represent all active 
plans and are adjusted for planned deratings and retirements of current capacity. Only small 
amounts of capacity were planned for 1999 and 2000 (only around 1 percent in each year.) 
Significant capacity additions have been planned for 2001 and 2002, but may be subject to 
cancellation depending on investors' perceptions of market and regulatory stability. 

Figure 2-3 shows the wide variation in the types of generation resources across the 
WSCC region. The Northwest is dominated by hydropower (65% of capacity). The output 
of the many federally owned and operated hydropower facilities is marketed by the 
Bonneville Power Administration. The Rockies have largely coal generated resources 
(68%). Arizona has a large amount of coal capacity (41%); these coal resources are more 
expensive to produce than the coal resources in the Rockies, but still well below the cost of 
producing power from oil or natural gas sources. Many of the resources in California are 
oil and/or natural gas generation. 


^ Resource Data International, RDI Powerdat Infonnation System, September 2000. 
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Figure 2-1, Western Power Grid 



Table 2 - 2 . Comparison of 3-Year Average Gro’wth in Summer Peak, in the 


WSCC, 1998 and 1995 


Subregions 

Average Growth Percent?ige 
1996 to 1998 

Average Growth Percentage 
1993 to 1395 


4.3 

4.3 

California 

3,9 

0.6 

Northwest 

3.4 

0.8 
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The pattern of imports and exports of power among the four subregions and Canada 
is to a large extent determined by the distribution and cost of generating resources. The 
Northwest and the Rockies subregions are significant exporting areas at peak times: the 
former based on the availability of hydropower capacity and the latter based primarily on 
coal-fired generation. California is the major importing subregion, both because its 
capacity is below its peak load, but also because this capacity is more expensive. The 
import and export patterns are generally seasonally based, with California importing in the 
summer and exporting to the Northwest in the winter. Table 2-4 shows annual trends in 
generation, imports and exports from 1990 to 1998. Steady increases in imports are shown 
into the California and Arizona subregions, with the increased exports coming largely from 
the Northwest. A particularly large increase in exports from the Northwest (and 
corresponding imports into California and Arizona) is shown for 1997 and 1998. 


Table 2-3. Current and Planned Generation Capacity in the WSCC, as of 
■January 1, 2000 

(Megawatts) 


1 Planned Plants bv Planned Online Year 

Subregion 

Current 





eniW 


Arizona 


132 

■EEEI 





California 




■EQEI 


0 

mama 

Northwest 



■uuu 

■Dl^ 


51 

-67 

Rockies 



251 

799 

672 

339 

85 

Total WSCC 





Miiai 


743 


Source: WSCC-€)d^ng Generation and Significant Additions and Changes to System Facilities, 1999-2009, issued May 2000. 


Notes: Planned capacity includes ail active plans, with reductions for redrements. Northwest includes Canada. 


2-5 










621 


Figure 2-2. Peak Summer Demand in WSCC 




Figure 2-3. Capacity Resource Percentages by WSCC Subregions 
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Table 2-4. Generation, Imports and Exports in WSCC, 1990 to 1998 

(Thousand Megawatthours) 



1990 

1991 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

Internal Generation 

Arizona 

66,852 

72.811 

72,998 

77,373 

76,091 

79,271 

76,035 

77,467 

94,155 

California 

208,350 

199,435 

195,099 

215,474 

221,911 

230,660 

225,384 

218.720 

205,246 

Northwest 

214,623 

235,047 

235,190 

217.682 

219,935 

221,970 

239,155 

265,852 

278,699 

Rtxkies 

43,315 

42.141 

42,603 

42,997 

43,505 

44,166 

45,844 

48,187 

52,431 


533,140 

549.434 

545,890 

553,526 

561,442 

576,067 

586,418 

610,226 

630,531 

Imports 


7,222 

5,526 

4,649 

4,355 

5,826 

5,641 

7,117 

14,142 

15,374 

California 

30,814 

46,665 

45,336 

33.187 

31,011 

30,814 

30,738 

45,730 

51,125 

Northwest 

11,278 

8,115 

9,465 

17,204 

21,274 

19,009 

11,069 

17,098 

12,711 

Rodcies 

2,999 

3,723 

2,856 

3.355 

4,230 

5,278 

4,342 

3,929 

3,676 

Exports 

Arizona 

12,882 

14,594 

13,548 

15.432 

13,585 

12,613 

9,406 

12,362 

10,998 

California 

4.011 

2,799 

2.409 

4,980 

10,183 

9,207 

7,191 

6,477 

6236 

Northwest 

19,769 

30,445 

29,729 

19,104 

23,510 

21,406 

30,156 

52,442 

66,526 

Rockies 

8,293 

7,377 

7,021 

6,366 

7,186 

7,391 

6,764 

8,194 

9,028 


Source: NERC Qec^dty Supply and Demand 2000 Database (ES&D) 


3. Spring Expectations for the Summer of 2000 

The WSCC forecasts include a separate forecast for each of the four subregions and 
for the WSCC region as a whole. The subregion forecasts are required due to differences in 
demand, installed generation, and limitations in the western transmission grid. In its updated 
May forecast for the summer of 2000, the WSCC concluded that if normal temperatures 
were to prevail during the summer period, projected regional capacity margins and 
reliability should be adequate. It also stated that if higher than normal unplanned generator 
outages occur, an area experiences significantly higher than normal temperatures, or the 
loads in multiple areas peak simultaneously, portions of the region may need to issue public 
appeals for customers to reduce their electrical consumption or other measures may be 
necessary. 

WSCC concluded that the southwest portion of WSCC (New Mexico, Arizona, 
southern Nevada, California, and Baja California, Mexico) might not have adequate 
resources to accommodate a widespread severe heat wave or higher than norma! generating 
outages. Table 2-5 shows the WSCC projected total demand, resources and anticipated 
margins for the summer months for those portions of the WSCC region located wholly 
within the United States. 
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Table 2-5. WSCC-U.S. Forecasted Demand and Supply, Summer 2000 


(Megawatts) 



May 

June 

July 

August 

September 

Total Load 

96,908 

108.635 

116,440 

114,899 

107,616 

Total Resources 

136,023 

1^,868 

136,771 

136,586 

137,16C 

Jnavailable 

10,959 

3,7SC 

2,830 

2,927 

5,944 

'Jet Resources 

125,064 

133.088 

133,941 

133,659 

131,222 

'Jet imports and Exports 

533 

483 

483 

283 

283 

i/1argin MW 

29,034 

28,228 

21,281 

22,697 

27.645 

\,i1argin % 

30.4 

27.0 

19.0 

20.£ 

26.{ 


The forecast for the summer from the California subregion is summarized in Table 2- 
6. The Cal-ISO also prepared a forecast containing two different weather assumptions, and 
consequently two different peak and net import forecasts (see Table 2-7). The WSCC and 
ISO forecasts agreed that exceptionally high temperatures could lead to a capacity shortage. 

Table 2-6. WSCC-Califomia Forecasted Demand and Supply, Summer 2000 


(Megawatts) 



May 

June 

July 

August 

September 

Total Load 

38,906 

47,457 

52,057 

51,487 

47,978 

Total Resources 

54,516 

54,497 

54,497 

54,497 

54,497 

Unavailable 

1,718 

118 

0 

0 

1,656 

Net Resources 

52,578 

54,379 

54,497 

54,497 

52,841 

Net Imports and Exports 

-4,960 

-5,605 

-5,605 

-5,602 

-5,634 

Margin MW 

15,193 

11,738 

8,728 

8,489 

9,628 

Margin % 

39.1 

26.3 

17.7 

17.4 

21.3 


Table 2-7. Projected Cal-ISO Peak Loads and Resources 

(Megawatts) 


Load Condition 

Peak !n-Area 
Load 

Generation 

Net Imports 

Excess {*) or Deficiency (-) 

Norma! 

46,250 

38,000 

8,400 

150 

High 

48,940 

38,000 

7,000 

-3,940 
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B. Summer 2000 

This sectioo presents the results of staff’s examination of the performance of 
western markets during the summer of 2000, concentrating on the key findings front the 
study relating to supply and demand conditions. Much discussion and attention have been 
focused on the problems in California and its market, but review of the events of the 
summer needs to start with the overall western pattern of load and supply. Accordingly, this 
section starts with a review of western demand and its underlying determinants. 


1. Demand Growth 

Demand has been steadily growing in the West, particularly in areas driven by 
technology such as California and the Northwest. In addition, summer demand in 2000 was 
driven by extreme weather conditions throughout the West. Figure 2-4 summarizes the May 
through August 2000 temperature patterns in western regions. California is shown separately 
from the Califomia/Neva^ region. The figure shows the rank of the regional temperature 
over the last 106 years. It is clear from the figme that the Southwest, including Arizona, New 
Mexico, Utah and Colorado, was very hot for the entire summer. It is also clear that all areas 
were hot early in the summer, in May and June, when signs of high prices and price spikes 
first surfaced in California. 

While May and June were extremely hot throughout the West, July and August show a 
mixed pattern, with moderate to below normal temperatures outside the Southwest in July 
and hotter than normal temperatures throughout the region in August, but falling short of the 
extreme hot weather of June. The weather pattern in June over the last 3 years is shown in 
Figure 2-5. Regardless of the absolute rank of the summer of 2000, it is easily seen that the 
summer marked a departure from the mild summers since 1998 when California began to 
implement restracturing. The wide geographic distribution of hot weather in June 2000 
placed new stresses on the generation and transmission system throughout the West, taxing 
the ability of exporting areas to keep up with both internal and external demands. 
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May-00 


Jun-00 


Aug-00 


iank of Regional Temperatures: June 1998 to 2000 


Source: NOAA web site: @http:'7www.ncdo.noaa.gov/ol/cUinate/climateresearch.htmI 
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These weather patterns are reflected in the load growth statistics for western states in 
May and Jime, shown in Table 2-8, which compares loads in 2000 for May and Jime with 
corresponding loads in 1999. In June, overall load is estimated by EIA to have grown 13.7 
percent in California and 7.3 percent in the West outside California. Heat-sensitive 
residential load grew even more: 23.8 percent in California and 9.0 percent outside 
California. States bordering California, Nevada and Arizona, experienced comparable or 
higher changes from 1999 to 2000: Arizona residential load grew 22.3 percent in June, and 
Nevada grew 27.2 percent. 


Table 2-8. Load Growth in the West, May and June 1999 to May and June 
2000 

(Thousand Megawatthours) 



All Sectors 

Residential 

State 

1999 

2000 

% Change 
1999 to 2000 

1999 

2000 

% Change 
1999 to 2000 

1 May 

Arizona 

wr 


18.7 

1,415 


36.3 

Colorado 

3,096 

3,580 

15.6 

972 

974 

0.2 

Idaho 

■■■KI!] 


3.S 

553 

4^-1 

^753 

Montana 

906 

787 

-13.1 

298 

241 

-19.1 

Nevada 



733 

333 

753 

353 

New Mexico 

1,549 

1,542 

-0.5 

341 

358 

5.0 



71325 

■13.7 

535 


3.6 

i/Vvominq 

994 

1,041 

4.7 

169 

148 

-12.4 

Oregon 

3,897 

4,064 

4.3 

1,339 

WtBSSS 

•8.6 

Washington 


■BKDil 

-9.1 



-5.4 


West Outside California 



4.7 



4.2 

California 


■■ms] 

5.8 

■■Eina 


8.3 

June 1 

Arizona 

5.248 

—BEBa 

11.0 


■ESB 

22.3 

Colorado 

3.130 


22.1 

949 


11.^ 

Idaho 



18.5 

460 

■■E2S 

-3.d 

Montana 



BE 

262 

247 


Nevada 

weaBUM 



850 

■■RED 

27.2 

New Mexico 


1,601 

3.0 

373 

414 

11. o| 

Utah 



1.4 

533 


5:5 

Wyoming 



0.2 

735 

755 

4.3! 

Oregon 

■iK£l^ 

T3T2 

11 7 



575 

iA/ashington 


S;375 

-6.5 


■■aiii 



i/Vest Outside California 



73 



^15 

California 

19,225 

EEEiS 

13.7 

5,720 


23.8 


Source: Energy Information Administration, Electric Povjer Monthly, August and September 2000. 
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Figure 2-6. Cal-ISO Load Curve, iVlay to August 2000 



Turning to the Cal-ISO area. Figure 2-6 shows daily peak-hour load from May to 
August 2000. As the figure shows, peak load is volatile over a fairly wide range, sometimes 
swinging rapidly from under 30,000 MW to over 40,000 MW. Managing these fluctuations 
is a complex task under any circumstance, but it becomes even more difficult in a complex 
market environment in transition. Forecasting load then becomes particularly important for 
maintaining the reliability of the system. 

Table 2-9 shows the average, day-ahead forecast and actual loads for the Cal-ISO area 
over the last three summers, These data confirm the main conclusions from the temperature 
and the state-level load data in Table 2-8. The Cal-ISO experienced much higher loads in 
May and June compared with previous years. July was much more moderate and August loads 
were higher but not as high relative to previous years as June loads. The percentage 
differences in actual average loads from previous years, shown in Figure 2-7, bear these 
conclusions out. 

Figure 2-7 also shows that, on average, day-ahead forecasts and actual loads are close 
as one would expect. While examining average loads Ls instructive, peak load forecasting is 
central to reliable system operation. Accurate forecasting of peak loads is 
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Table 2-9. Cal-ISO Day-Ahead Forecast and Actual Average Loads, 1998 to 
2000 



May 

June 

July 

illESSlSlIllli 

May-August 

1 Forecasts 

1998 

22,963 

24,847 

29,423 

30,996 

27,075 

1999 

24,276 

26,736 

29,022 

29,113 

27,291 

2000 

26,906 

30.075 

29,926 

31,505 

29,599 

I Actuals I 

1998 

22,960 

24,852 

29,122 


26,923. 

1999 

24,171 

26,609 

28,878 

29.016 

27,173 

2QOO 

26,883 




29,352 1 


essential for estimating peak supply requirements. The peak forecast and actual loads shown 
in Figure 2-8 indicate how difficult peak conditions and forecasting became in 2000. While 
May forecasts and actuals both tracked 1999 and 1998, the forecasts in 2000 began to 
deviate as the summer progressed. Forecasts consistently exceeded actual loads. In August, 
for example, forecasted loads increased over previous years (e.g,, by 7.5 percent over 1999), 
but actual loads decreased (e.g., by 0.9 percent over 1999) . 


Figure 2-7. Average Loads in the Cal-iSO, Day Ahead Forecast and Actuai 
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Part of this deviation between forecast and actual loads can be attributed to the 
number of system emergencies that the Cal-ISO experienced in 2000, since during these 
emergencies interruptible customers must reduce loads and public appeals are made for 
voluntary load reduction. Cal-ISO issued 38 emergency notices over the summer, far more 
than in prior years. These actions are summarized in Table 2-10. 

The discussion thus far has concerned overall average or peak loads, but the offpeak 
period (from 1 1 :00 p.m. to 6:00 a.rn.) also can be critical during the summer. This time is 
used to pump water at pumped storage hydropower facilities, so these facilities can be used 
to meet peak demands. These requirements create additional demand for energy to pump the 
water and can be iinportsnt in years with high, temperature and low water such as 2000. Other 
shifts in demand to oflpeak can occur if customer.^ can shift loads to avoid high onpeak 
energy costs. Table 2-1 1 shows how the average offpeak loads increased in 2000 compared 
with 1999. 
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Table 2-10. Electrical Emergencies Declared by the Cal-ISO (May- 
August) ^ 


Emergency Type 

Action Taken 

1998 

1999 

2000 

Stage One: May be declared when 
operating reserves of less than 7 
percent are unavoidable or exist in 
real time. 

Utility customers are urged to reduce their 
use of electricity voluntarily to avoid more 
severe conditions 

■ 

■ 

24 

Stage Two: May be declared when 
operating reserves of less than 5 
percent are unavoidable or exist in 
real time. 

Voluntary interruption of services to select 
customers is required to avoid more severe 
conditions. These customers recei ve a 
reduced rate electrical service as 
compensation for their willingness to be 
curtailed 

1 

0 

14 

Stage Three: May be declared when 
it is clear that operating reserves of 
less than one-and-a-half percent are 
unavoidable or exist in real time. 

Utility customers are advised that 
involuntary interruptions of service have 
begun and will continue until the 
emergency has passed. 

0 

0 

0 

Total 


6 

3 



Table 2-11. Offpeak Loads in the Cal-lSO Area 

(Megawatts) 



I Average Hourly Loads | 

1 Maximum Hourly Loads | 


1999 

2000 

1999 

2000 

May 

20,036 

21,609 

25,475 

29,043 

June 

21,245 

23,567 

30,096 

32,439 

July 

23,007 

23.318 

33,702 

31,848 

August 

23,035 

24,268 

31,132 

32,946 

May-August 

21,835 

23,137 

33,702 

32,946 


2. Increased Exports from Calrfomia 

Increased exports from California are a key fector in understanding western supply in 
the summer of 2000. These increases require offsetting imports to meet any given level of 
load within the Cal-ISO area. Net imports, the total imports reduced by the amount of 
exports, were significantly lower in 2000 compared with 1999. Figure 2-9 shows both 
scheduled (through the hour ahead) and actual imports in real time in 1999 and 2000, Net 
imports fell dramatically throughout the summer, in both scheduled and real-time categories. 
The biggest differences between 1999 and 2000 occurred in the scheduled net imports in 
August, when scheduled net imports were 6,502 megawatts per hour in 1999 and 1,673 in 
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2000, An additional 1,542 megawatts of imports appeared in real time, reducing the 
difference from last year. 

The decrease in net imports is generally attributable to increases in exports, not 
decreases in imports, as Figure 2-10 clearly shows. In 2000, imports remained virtually 
unchanged throughout the summer. In 1999, some increases in imports occurred, but the 
leading fact shown in Figure 2-10 is the increase in exports for each month from May to 
August 2000, from an hourly average of 1,831 megawatts in May to 4,851 megawatts in 
August, an increase of 3,020 megawatts. Comparable export increases in 1999 occurred, but 
they were small. Compared with August of 1999, August 2000 exports averaged 3, 136 
megawatts above tire August 1999 level. This period of increased exports corresponds to the 
periods in July and August when the price cap in the ISO was reduced from $750 to $500 and 
then to $250. This correspondence does not necessarily show price caps caused increased 
exports; however, other things being equal, lower price caps may provide for greater profits 
from exports if conditions outside California lead to high prices and create greater 
opportunity costs. 

Although most exports are from the SP 1 S zone in southern California, increases were 
not limited to SP15 (see Table 2-12). SP15 experienced an increase in ofipeak exports from 
May to August of 1,385 megawatts over a May quantity of 1,038; the NP15 zone in northern 
California had an increase of 766 megawatts over the much smaller base of 223 megawatts in 
May. Exports from the NPl 5 zone are typically ofipeak and may be related to pumping at 
hydropower facilities or maintaining storage levels at conventional hydro facilities to 
conserve water, particularly later in the summer. Ofipeak exports followed the same pattern 
as overall exports, as the daily graph of ofipeak exports in Figure 2-1 1 shows, when 
compared to the overall pattern of increases from May through August. 
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Figure 2-9. Net Sommer imports into Cal-lSO, 1999 and 2000 


Average Houriy Net Energy Imports, Scheduled and Rea! nme 



5,000 


PScheduled 1999 




pRMmmft?nnn 


4241 
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Figure 2-10. Imports and Exports, Average Hourly, 1999 and 2000 
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Table 2-12. Summaty of California Exports and Imports by Zone 

I May I June | July | August | May-AugusF 
SP15 Zone 


Imports 1999 

4.441 

4.222 

5,426 

5,645 

4,939 

Imports 2000 

4,590 

4,841 

4,547 

4,790 

4,691 


Exports 1999 

-859 

-1,310 

-1,171 

-1,088 

-1,105 

Exports 2000 

-1,038 

-1,758 

-1,828 

-2,423 

-1,762 

I 

Net Imports 1999 

3,582 

2,912 

4,255 

4,557 

3,834 

Net imports 2000 

3,552 

3,083 

2,719 

2,368 

2,929 

1 

Real Time 1 999 

3,554 

2,811 

4,132 

4,533 

3,765 

Real Time 2000 

3,784 

3,169 

2,846 

2,447 

3,061 

i NP15 Zone 

Imports 1999 

1,561 

2,147 

2,408 

2,090 

2.051 

imports 2000 


TJ?i5 

lll3 


■ i,iU 


E^ofts 1999 



3? 


49 

Exports 2000 

-223 

333 

OT 




Net Imports 1999 

TOT 



TOT 


Net Imports 2000 

851 

825 

533 

193 




Real Time 1999 

1,444 

2,123 

2.335 

2,029 

1,981 


1,187 

1,177 

770 

717 

961 
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Figure 2-11. Offpeak Export Demand, 1999 and 2000 



3. Increased Plant Outages 

An increased level of unplanned outages at generating plants is another key factor 
limiting available generation supply in 2000, California has a large number of natural gas 
fired plants. Natural gas steam plants make up most of this capacity and constitute 36 
percent of the total generating capacity in the state. These steam plants are old and hence 
prone to outages; 82 percent of these plants are over 30 years old, and 37 percent are over 40 
years old.^ Outages in 1999 and 2000 are shown in Figure 2-12 for January through August. 
The level of unplanned outages increased through August compared with last year; there were 
3,391 megawatts out of service (hourly average megawatts out during the month) in August 
2000 compared with 604 megawatts in August 1999. This difference of 2,787 megawatts has 
a clear effect on supply at peak times, even though the level as a percentage of the 45,000 
megawatts of installed capacity may not be out of the nonnal range for comparable plants. It 
is not clear exactly why these plants went out of service. Detailed analysis of specific causes 
was not possible for this investigation. Review of cited reasons by plant operators in 
available records showed the normal pattern of explanations for a peak summer period, such 
as tube leaks at steam facilities and other 


^ RDI Powerdat, September 2000. 
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Figure 2-12. Comparison of Average Megawatts Out of Service in the Cal-ISO 
Planned and Unplanned, 1999 and 2000 



similar causes, but it was not possible to confirm the accuracy of such judgments. Most 
outages were for short durations (see Table 2-13), with 59 percent occurring for one day or 
less, so a detailed analysis would be very time consuming. 

There are several potential explanations for the increased level of outages. Figure 2- 
12 indicates a much lower level of planned maintenance in January through April 2000 
compared with January through April 1999, so one possibility is that fewer resources are 
being devoted to planned maintenance. Lack of planned maintenance could be particularly 
important for older facilities. Given the short duration of outages, the increased number 
could reflect attempts to fix small problems in preparation for high load conditions. New 
owners, for example, could be attempting to maximize the availability of their facilities at 
peak times when the price is high. A final possibility is just the opposite: owners could be 
withholding by taking plants out of service at critical times to drive up prices. The difficulty 
here is twofold. First, the same general pattern of events permits completely contrary 
explanations in ternis of efficient behavior. Second, specific instances alone may not serve 
to prove a general pattern, will be hard to substantiate, and cannot be fairly attributed to 
individual participants without fiirther investigation of these specific cases. 
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Table 2-13. Percent of Unplanned Outages by Duration, Cal-ISO 
Units, 1999 and 2000 


Duration 

1999 

2000 


65.0 

59.0 


69.9 

67.6 

Less than 2 weeks 

85.7 

91.7 


Some information can be gained by examining the level of outages and their timing. 
By examining the correlation between outage levels and price increases in the PX, one can 
roughly measure the association of the two series. These correlations are presented in Table 
2-14, which shows the correlation of outage levels and PX prices, as a function of when the 
outage occurs. For example, the correlations in the category “Day of price increase” is 
measured be'tween the outages on a particular day and the PX price on that day for deliveries 
on the following day. The category “1 Day before price increase” measures the correlation 
based on the level of outages on the day before the price is determined in the PX, and so on. 


Table 2-14. Correlation of Outages with the PX UIWCP, May to August 
2000 


Outage Occurs 

Correlation 

2 days before price increase 

0.38 

1 day before price increase 

0.50 

Day of price increase 

0.46 

1 day after price increase 

0.40 


The correlations show an association between outage levels and price increases, which 
is not surprising in itself. Outage levels would be expected to increase when prices are high, 
simply because loads increase and less reliable facilities are pressed into service under 
conditions of stress. The data also indicate, however, that the correlation is highest when the 
outages occur one day before the price increase. As noted above, facts such as these can be 
explained in a number of ways, but they do suggest that there may be more to the explanation 
than a simple physical response to running generating plants at higher levels under high load 
and price conditions. 


4. Scheduling of Supply and Demand in California 
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Figure 2-13. Percentage Change from 1999 in Year 2000 Peak Forecast 
Scheduled and Actual Loads 
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California day-ahead and hour-ahead markets saw a marked migration of supply and 
demand to real time markets and exports. Many of the imports were not scheduled and 
arrived in real time. A similar pattern for loads is shown in Figure 2-13, which shows the 
degree of underscheduling relative to day-ahead markets faced by the Cal-ISO. Figure 2-13 
shows the change in underscheduling from 1999, as well as the amounts forecast and the 
actual results. As seen from the figure, in June and August, forecasts of load were much 
higher than in, 1999, but scheduled load was much lower. The result is that the Cal-ISO is 
forced to purchase supplies in order to be able to meet load in real time. It can do this eitiier 
by buying more replacement reserve or going out of market for real-time energy 
when insufficient generation is scheduled to meet final hourly forecast quantities. The Cal- 
ISO pursued both of these approaches in 2000. 

The problem of underscheduling is not new in 2000, as can be seen in Figure 2-14, 
which examines day-ahead underscheduling. What has changed, however, is the level of load 
at which iinderscheduiing occurs. In Figure 2-14, which show's the detailed pattern of 
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Figure 2-14. Scatter Diagram of Underscheduling, PX Day-Ahead Market 



Forecast Load (Megawatts) 


Figure 2-15. Underscheduling: Minimum Megawatts Underscheduied in PX Day- 
Ahead Market, by Load Range and Month 
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underscheduling as a function of load levels in 1998, 1999 and 2000, the observations for 
2000 stretch out above the observations for 1998 and 1999 whenever the load grows above 

35.000 megawatts. It also appears as if the load levels where underscheduling begins were 
lower in August than in June or July. Figure 2-15 shows the minimum undersoheduling 
within load ranges. The minimum is the smallest difference between the forecasted load 
(day ahead) and the amount of load scheduled day ahead, for all hours when load fell 
within the range. This number will be negative if more supply/load is scheduled than 
forecast (overscheduling), and positive if less load/supply is scheduled (underscheduled.) 
Underscheduling normally increases as load increases, so that when load reaches a certain 
level, underscheduling always occurs and the minimum underscheduling will be positive. 

In August, the graph shows that underscheduling always occurred when the load was above 

25.000 to 30,000 megawatts. The graph shows that underscheduling began to occur at 
lower and lower load levels from June through August, indicating that the problem of 
underscheduling became greater through the summer. 


5. Generation Capacity Availability and Utilization 

Previous sections have discussed factors contributing to limiting supplies of 
generation capacity in California and the western states generally. These factors bear on 
the reasons for any scarcity of available generation capacity. In this section, we review the 
evidence available to this investigation to assess the degree of that scarcity. We first 
review the role of hydropower in the supply of power in the West, and note the impact of 
hydropower availability on generation in May and June. Next we describe the availability 
of generation in the WSCC for a key summer week when California experienced several 
emergency periods and made a number of out of market calls for emergency imports of 
energy. Finally we look in greater detail at the availability of generation within the Cal- 
ISO during one hour of that week. 

Hydropower A vailability 

Hydropower resources are central to the western resource mix. Although most 
regions depend on hydropower to some degree, the presence of such a large proportion of 
hydropower resources in the West introduces operational complexities not present in power 
systems in other regions. The capacity to produce power from hydro facilities depends on 
the availability of water, which in turn is heavily dependent on the amount of water run-off 
in the spring. Adding to these limitations are environmental restrictions that determine the 
amount of water that must be “spilled,” that is, the amount required to pass 
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Figure 2-16 Volumes of Run-Off at the Dalles, January to July 



1992 1993 1994 199S 1996 1997 1998 1999 2000 

Water Year (Oct-Sept) 

Source Bonr^eville Power Admnstratior). web page hItpAwww bpa gov 


over a dam or through a generating facility without going through the turbines and 
generating electricity. Because these types of restrictions vary with time, and in order to 
put the water to its highest-valued use, Ae dispatch of hydropower needs to carefully 
balance current and future values to optimize the use of the underlying resources. As a 
result of these factors, the actual physical capability of a generating unit is often not the 
element limiting the ability of a hydropower facility to provide power to the grid. 
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Figure 2-17. Volumes of Run-Off, California Statewide Total, October to July 


80 



1993 1994 1995 1996 1997 1996 1999 2000 

Mater V«ar ^Oct-Sept] 

Source: Califorrtia Department of Water Resources, web page: htlp:\cdac water ca.gov 


These limitations played a large role in the availability of hydropower in the summer 
of 2000. The volume of spring run-off was the lowest in several years in the 
Northwest, as shown in Figure 2-16. In California, the nm-off fell below the 50-year 
average after 5 years of higher than normal flows (see Figure 2-17.) The impact of low 
water levels was seen in dramatically reduced generation from hydropower in May and 
June 2000 compared with 1999. Table 2-15 shows how extensive the shortfall in 
generation was; outside California, June 2000 generation from hydropower was 23.2 
percent below June 1999 levels. 

With reduced hydropower generation and increased load, the West needed much 
more generation from thermal and other non-hydropower resources. Generation from non- 
hydro resources increased by 15 1 percent in May and 24.9 percent in June (Figure 2-18) 
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Table 2-15. Hydroelectric Generation in the West, 1999 to 2000 
(Thousand Megawatthours) 



^ 

June 

State 

1999 

2000 

% Change 
1999 to 2000 

1999 

2000 

% Change 
1999 to 2000 

Arizona 



4.6 

937 


-30.2 

Colorado 

166 

168 

-1.8 

161 

■nm 

10.6 

Idaho 

1.262 


-35.5 

1,201 



Montana 

1,057 


-46.6 

■DBi] 


■43,0 

Nevada 

279 

294 

5.4 



-18.1 

New Mexico 

27 

21 

-22.2 

31 

HBBI 

-22,6 

Utah 

156 


-32.7 

160 


•50,0 

Wyoming 


HHES 

-44.5 

205 



Oregon 


MSSiS 


4,277 


-33.3 

Washington 

8,087 

■Esa 

0.5 

8,131 


-14.1 


West Outside California 

■mn 

■DOB 

-8.6 



-23.21 


WSCC Capacity and Generation, July 3t to August 4, 2000 

Aggregate monthly totals suggest that power supplies were often tight during the 
summer, but they do not provide very specific evidence about whether overall western 
supplies were scarce when California experienced emergency conditions and required 
emergency imports to prevent the loss of firm load. The week of July 3 1 to August 4 was 
such a period in California. The Cal-lSO had emergency conditions each day during that 
week and had a high number of out of market calls for power from external sources. To 
detennine what other supplies were available in the West, each control area in the WSCC 
was asked to provide information on loads, generating capacities and generation for hour 
16 on each day. From this information, it was possible to determine the percentage of 
capacity in the West available and used for generating electricity. The results are shown in 
Table 2-16. 
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Figure 2-18. Percent Change in MW h Generated in WSCC, 1999 to 2000 


The first line in Table 2-16 shows the percent of projected capacity that was 
unavailable. This percentage is approximately equal to the forced outage rate, because the 
projected August capacity included reductions for any planned outages.’ These 
percentages range from 4.4 to 5.4, Given the way hydropower resources are used, some 
hydropower capacity that was not forced out may have been available, but not placed 
online for generating power due to environment and other limitations on its use for power 
generation, discussed above. For this reason, a separate category was used for resources 
available but not on line. As shown in Table 2-16, this percentage varied from 3.6 to 6.2 
during the week. 


^The forced outage rate depends on how the category, "capacity online but not 
generating" was treated in the projected August capacity, and could be higher if these capacities 
were not included in the projected amounts. 
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Table 2-16. Summary of WSCC Capacity Availability During the Week July 31 to 


August 4, 2000 



31-Jui 

l-Aug 1 2-Aug 

3-Aug 

4-Aug 


Percentages 

Projected August Capacity Unavailable 

4.8 

5.0 

5.0 

4.4 

4,7 

Capacity Available but Not Online 

4.3 

4.7 

3.6 

4.7 

6.2 

„ „ 

Available Capacity Online but Not 
Generatinq 

11.0 

9.5 

12.0 

11.0 

10.1 

Online Hydro not Generating 

17.6 

16.0 

20.1 

17.2 

17.6 

Online Non-Hydro Not Generating 

6.6 

5.0 

6.4 

6.8 

4.8 


Proiected August Generating Capability=155,283 MW. 


Finally, the remaining capacity after the reductions discussed in the last paragraph 
will be online for use either to generate electricity or to provide reserves. The percentages 
of total online capacity not generating output vary from 9.5 to 12.0 percent. For non- 
hydropower resources, these percentages are much lower than for hydropower resources: 
from 4.8 to 6.8 percent of online capacity. Hydropower resource percentages are higher, 
from 16,0 to 20. i percent, but these resources may not be available tor export outside the 
local control area, or may be available only for short periods. 

These data show that online supplies of non-hydropower resources were very 
limited during the week of July 31 to August 4, not more than 6,8 percent, and do not 
suggest that additional online hydropower was likely to be available for export to 
California. 

Capacity Utilization at the Cal-ISO on August 4 

Further specific information on the use of resources in California is provided in 
Table 2-17, which shows the use of resources by category of resource at hour 16 on August 
4. The table shows high utilization of all resources except hydro and must take resources, 
The percentage of hydro resources not generating was 26.0 percent, the percentage of non- 
nuclear must take resources not generating was 30,9 percent. The hydropower resources 
may be subject to the types of limitations discussed above, and the percentages shown are 
only slightly higher .than those in the overall statistics for the West discussed above 
Thermal must-take resources include a large number of qualifying facilities, which includes 
capacity used for other purposes, such as internal uses or steam generation, so these 
resources may be used for alternate purposes. Discussions with Cal-lSO staff confirmed 
that these resources are generally limited by the quantity of energy available for bid, rather 
than by the total physically installed capacity. For all remaining resources combined 
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(coal, nuclear, and other thermal categories,) only 2,7 percent were not scheduled or bid. 
One category where the owner of the feciiity has the discretion to bid or schedule the unit 
without bidding, the “Other Thermal (excluding RMR)” category, shows a higher 
percentage unscheduled or not bid than others, 8.6 percent, This quantity may represent 
owners holding back capacity to use if other scheduled units have outages, but it is not 
clear whether this is the reason or not. lit any case, this quantity is a small amount of the 
total capacity neither scheduled nor bid, and does not suggest a large amount of 
withholding, regardless of the intent underlying the failure to schedule the capacity. 


Table 2-17. Summary of Capacity Available and Energy Supplied in the Cal- 
ISO at Hour 16 on August 4, 2000 


Resourca Category 


Coal 

Hydro 

Nuciev 

Other Thermal 
(Excluding 

mm 

Reiiat^lity 
Must Run 
(RMR) 

Must 

Take 

All 

Categories 


1,540 

KBQB 


5,533 

14,175 


MEIiiililll 

Capacity Unavailable for 
Schedulina 

790 

26 


572 

1,889 

■ 


Net Available 

750 

12,091 

4,414 

4,962 

12,286 


43,081 



680 



4,533 




Capacity Not Scheduled 
or Bid 


3,138 


429 

45 


6,401 


HQ 

26.0 

1.5 

86 

■■ 


14,9 


For the peak hour shown in Table 2-17, there does not appear to be a significant 
concern about resources not used. It is possible that resources are fully used at peak times 
when prices are high, but resources that are economic at other times are held off the market 
in an attempt to drive up prices. Further work would be necessary to study other hours to 
examine whether patterns vary at other times. This work could not be conducted within the 
time frame of the present investigation. 


6. Transmission Congestion 

Transmission patterns on California paths during May through August shifted from 
1999 to 2000. Table 2-18 shows the percent of hours when transmission congestion 
occurred on major Califomia paths in 1999 and 2000. In 1999 during peak hours, there 
was a lot of congestion on paths into California from the Northwest. The California 
Oregon intertie (COI) and the DC tie (NOB) were both congested a substantial portion of 
the time, as seen in Table 2-18, In 2000, much of this congestion was not present, due in 
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part to the reductions in net imports, but a greater amount of congestion occuired on the 
major paths within California, Path 15 and Path 16. 

Offpeak periods saw shifts as well. Congestion arising from imports from the 
Northwest and the Southwest virtually disappeared, but export congestion, mainly on paths 
from south to north, began to be important. These flows from south to north became more 
prominent in July and August. For example, NOB was congested for exports (south to 
north) for 40 percent of the oflpeak hours and Path 15 south to north was congested 88 
percent of the time during offpeak hours. 


Table 2-18. Percentage of Time Major California Transmission Paths 
Congested, May through August, 1999 and 2000 


Transmission Path 

1999 

2000 

Difference 
(2000 minus 1999) 

Onpeak Congestion 

Imports over Cal-Oreaon Intertie ^COI) 

36.1% 

0.3% 

-35.8% 

Imports from Oregon over DC Tie 
fNOB^ 

17.6% 

8.0% 

-9.6% 

North to South on Path 15 

1.0% 

7.9% 

6.9% 

North to South on Path 26 

0 0% 

29.2% 

29.2% 

Offpeak Congestion 

Imoorts over Cal-Oreaon Intertie tCOh 

21.9% 

0.0% 

-21.9% 

Imports from Southwest over Eldorado 
Path 

21.0% 

3.0% 

-18.0% 

Exports Oreoon over DC Tie tNOBl 


13.5% 

13 3% 

South to North on Path 15 

28.1% 

49.6% 

21.5% 
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3. Prices and Costs 

Wholesale power prices were high throughout the West in the summer of 2000, but 
their implications for consumers were felt most acutely in the San Diego area of 
California, Because supplies were tight and prices were high throughout the West, 
recourse to imports oouid not relieve pressure on California prices when loads rose. The 
principal findings of the report on western prices and costs during the summer of 2000 are: 

• Prices in the Cal-ISO spiked in May and June and average June prices reached 
record high levels. With an ISO price cap of $750 for the first time during the 
summer, prices became highly volatile and the hourly price hit the $750 cap on 3 
days in June, Average June prices reached record levels of $ 1 20 in the PX in June. 

• Average hourly prices were lower in July than in June, but August prices were 
higKer than June prices. Caps of $500 in July and $250 in August had a dampening 
effect on high hourly prices, but average prices in August rose to $1 66 in the PX 
after falling below June levels to $106 in July. The lower price caps may have 
played a role in increasing exports in July and August. 

• Prices at other hubs in the West were highly correlated with California prices, 
suggesting that opportunities to sell at high prices existed in these regions when 
California prices were high. However, it is not yet clear how scarce supplies were 
in these regions. Nor is it clear to what extent prices outside California were based 
on importing power into California rather than consuming it in other regions. 
Information from other regions in the West for the week of July 3 1 to August 4 
suggests that supplies were in fact scarce, but it is not possible to assess the overall 
level of scarcity in the West throughout the summer without additional information, 

• Costs for fuel and environmental (NOx) compliance increased significantly in 
July and August. Gas prices rose from around $2 per MMBtu early in the year to 
around $5 in August and the cost of credits for complying with the NOx standards 
rose from around $6 per pound in May to $35 in August and $45 in September. 
Lowered price caps in July and August reduced the ceiling on market prices while, at 
the same time, these fuel and environmental costs raised the floor. As a result, 
prices traded over a narrower range. Of^ak prices tracked upward with increases 
in oflpeak demand while exports reduced available supply and outages increased 
during these months. 

■ Prices in some hours appear to be above those that would have prevailed in a 

competitive short-term (hourly) market, if the competitive prices were determined 
from short-term marginal costs. A Market San-eillance Committee (MSC) analysis 
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indicates June prices were significantly above competitive levels using a simulation 
approach to defining the competitive price, but results are not available for July or 
August.' 

• Examination of bid patterns in the PX and in the ISO replacement reserve 
markets and a review of ISO out of market purchase activity do not suggest 
substantial or sustained attempts to manipulate prices in these markets. Supply 
curves bid into the PX show higher bids, on average, when the price caps are 
lowered. However, the increases are not correlated with particular classes of 
bidders, suggesting that the pattern may reflect increased costs for most participants 
rather than a general pattern of attempts by individual bidders or classes of bidders 
to exercise market power. 

These results are discussed in three subsections. The first subsection discusses 
prices in western markets and California, addressing the first three points above. The next 
subsection discusses the relationships between costs and prices, including input costs such 
as natural gas prices and environmental compliance, and relates these to the prices observed 
in western markets and markets at the California PX and ISO. The final section discusses 
bidding in PX and selected ISO markets. 


A. Prices 

During the summer of 2000, most of the Western Interconnection experienced 
unusually hot temperatures which triggered several price increases throughout the region. 
The volatile wholesale prices that plagued the Pacific Northwest caused some aluminum 
plants, pulp mills, cold storage facilities and mines to layoff workers and curtail 
production. With respect to California, the price increases that occurred in May and June 
were largely caused by unusually high temperatures coupled with robust economic growth 
that led to record high growth in electric loads. Prices in July were slightly lower than the 
previous month partly due to the California ISO (Cal-ISO) lowering its price cap from 
SVSO/M'ATi to SSOO/MWTi effective July 1, 2000. However, in August, prices increased 
significantly higher than July even though the price cap v/as lowered again from $500 to 
$250 per megawatthour. 


^“An Analysis of the June 2000 Price Spikes in the California ISO's Energy and 
Ancillary Services Markets,” Market Surveillance Committee of the California ISO, 
September 6, 2000. 
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The following discussion provides an overview of the market, including: market 
participants, ownership and market structure, trading patterns, pricing points, risk 
management and recent price trends in western markets. 


1. Market Players and Ownership 

The ’Western Interconnection has an active wholesale market, comprised of a diverse 
group of market participants. Market players in the West fa!! into the genera! categories 
found in other regions, with some key differences, particuiariy the large role played by 
publicly owned hydropower resources. 

Tile shares of capacity by class of ownership for each subregion are shown in Table 
3-1. In the Rocky Mountain and .Arizona-New Mexico-S. Nevada regions, generation 
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capacity is dominated by utilities. In the Northwest, federal entities are the largest 
generation owners. The largest share of generation capacity in California is held by non- 
utility owners, as a result of the state’s generation divestiture. 


Table 3-1. Ownership of Plants in the WSCC by Class of Owner 

(Megawatts) 





WSCC Subreqion 



Dwner Class 

Arizona 

California 

Northwest- 

US 

iiiiiil 

Rockies 


OU 



16,019 

13 

4,699 



HHliBSl 


4.698 

951 

1,004 

3S.084j 



2,083 

22,050 


1,026 


[CANADIAN 




20,062 


HHBB 

3UBUCAUTVI 

4,473 

4,346 

6,553 


831 


V1UNI 

1,271 

7,304 

4,986 


1,234 



795 


564 


1,863 

3,221| 




■HHHH 




Ml Other 

383 

1,915 

236 

543 

19 

3,192| 

Total Ail Classes 


52,682 

55,106 

21.569 

10.674 



Source: RDl Powerdal, Augv$t 2000. 


As shown in Table 3-1, ownership of generation in the WSCC is divided among 
lOUs, non-utilities, and federal, public and municipal utilities. lOUs are the largest class of 
owner in the WSCC (26%) with non-utilities holding the second largest share (21%). In 
California, however, non-utilities hold more than 50 percent of the generation assets. This 
is a significant change from the period before the enactment of California restructuring 
legislation, and is a direct consequence of the forced divestiture of most of the lOU 
generating capacity. Municipals also hold a larger share (14%) of the generation capacity 
in California than in the WSCC as a whole (9%). Prior to the divestiture by the lOUs, 
generation capacity in California was more highly concentrated. In 1994, PG&E owned 49 
percent of the state's generation, SCE owned 44 percent and SDG&E owned 7 percent. 

After divestiture, in 1999, the total owned by the three lOUs was 43 percent of the 
generation capacity in the state, with the other 57 percent divided among several new 
generation owtiers. 
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2. Trading Patterns and Hubs 


While energy is traded at many 
locations, prices are reported at hubs 
where significant wholesale or bilateral 
activity occurs either for ultimate 
deliver)' to load in that area or as a 
convenient selling/delivery point for 
resale elsewhere. 

Trading patterns and prices in 
western markets are driven to a large 
degree by the geographic placement of 
resources. With a heavy reliance on 
hydroelectric power as its dominant 
generation resource, the Pacific 
Northwest has typically provided the 
cheapest power in the West. Because of 
the importance of hydroelectric pow'er to 
the region, the amount of rainfall and 
snowmelt in the area tends to have a 
significant impact on the market. 

Inexpensive power also originates 
in the Rooky Mountains and the 
Southwest, where coal-fired generation 
is a large contributor to the generation 
mix. Because many of the generation 
resources in California are oil- and gas- 
fired, power generated there tends to be 
more expensive, 

Tlie import and export patterns of the West help to explain prices in the region at 
any given time. California and Arizona are typically net importers. The Rocky Mountain 
Power Area is a net exporter, The Pacific Northwest exports a large volume of power, 
although it is seasonal in nature and varies from year to year. 

With the deregulation of wholesale power markets, risk management has become a 
necessary part of trading in energy markets. Prior to Order 888, utilities traded to balance 
loads, baying power mostly from their neighbors with spare capacitjt In that cooperative 
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environment, risk management was not a priority. In the competitive market environment, 
risk management is an essential component of doing business. 

Traders can hedge their contracts to reduce exposure to adverse price movements. 

A hedge is the purchase of a financial instrument to establish a position to offset the 
purchase or sale of energy. A hedge provides a form of insurance that the buyer or seller of 
power can obtain or pay a certain price for that power. Only a small percentage of hedge 
transactions actually result in the delivery of the energy. A number of hedging instruments 
are available to traders in western power markets. 

A commonly used hedging instrument is the option contract. Options grant the 
right, but not the obligation, to buy or sell power for an agreed upon price over a specific 
period of time. An option allows a trader to exercise a “call” (the right to buy power) or a 
“put” (the right to sell power) at a given “strike” price before it expires. Options can take 
the form of futures contracts, swaps or the commodity itself. 

Futures contracts are used by market participants to offset the price risk associated 
with buying and selling power. NYMEX also offers options contracts which give the holder 
the right to purchase or sell the underlying futures contract at a specified price within a 
specified period of time in exchange for a one-time premium payment.^ There are three 
electricity futures contracts in the West — one based at the Califomia-Oregon border 
(COB), one at Palo Verde, and one at Mid-Columbia. All of the contracts are offered by the 
New York Mercantile Exchange (NYMEX). The COB and Palo Verde contracts began 
trading on March 29, 1996. The Mid-Columbia contract, a recent addition, was launched on 
September 15, 2000. The standard trading unit for all of the contracts is 432 MWh onpeak 
power delivered over a monthly period. 

Western market participants also rely heavily on forward contracts to protect 
themselves from price risk. A forward contract is a supply contract for future delivery of a 
fixed quantity of power at a predetermined price, time and location. Forward contracts are 
tailored transactions resulting from direct negotiation between a buyer and seller. They 
differ from futures contracts in that they are non standardized and non transferable. 

Forward contracts provide price certainty to both the buyer and seller, obligating them to 
accept the agreed-upon price, regardless of the market price when delivery takes place. 

California has two specialized institutions that came into being during restructuring 
and alter the character of the California market when compared with the rest of the West; 
the Power Exchange (PX) artd the Independent System Operator (Cal-ISO). The PX 
conducts day-ahead, day-of and block-forwards markets. The day-ahead market is 


^Based on information from NYMEX web site: http;//www.nymex.cora. 
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essentially an auction system of 24 one-houriy markets, bid simultaneously and cleared ail 
at once. The day-of market also consists of 24 auctions, although they are conducted in 
three batches over the course of the day. The block-forward market commenced on July 
31,1 999, allowing market participants to hedge price risks. The original block-forward 
contracts were for the delivery of one MW for 16 hours per day, Monday through Saturday 
for a month. Contracts can be made in block multiples of 25 or singly in any quantity. The 
contracts were originally specified for delivery in either NPl 5 or SP15, through either the 
CalPX or the bilateral markets. Quarterly block- forward contracts became available on 
December 31,1 999. Super-peak and shoulder-peak contracts became available on March 
1, 2000. In addition, the CalPX instituted a block-forward market for ancillary services on 
May 1, 2000.' 

The ISO does not run a day-ahead energy market, but does conduct auctions for 
seven separate products: incremental and decremental energy; spinning, non-spinning and 
replacement reserves; and upward and downward regulation. These auctions are used to 
construct hour-ahead schedules for energy and ancillary services. Energy bids for ancillary 
services and supplemental energy are combined to create a real-time supply curve for 
energy. These bids are capped by the Cal-ISO price limits, which were $750 at the start of 
the summer, but were reduced to $500 in July and $250 in August. In extreme conditions, 
the Cal-ISO also engages in out-of-market (OOM) purchases for emergency supplies of 
energy. These emergency supplies are not subject to the price cap. 


3. Recent Price Trends in Western Markets 

Western price spikes during the summer of 2000 far exceeded prices seen in 
previous summers. Figure 3-1 shows index prices for all the western market hubs dating 
back to 1997. Previous price spikes exceeded $100 per MWh only once prior to the 
summer of 2000. Beginning in May 2000, prices spiked over $ 1 00 per MWh and the 
spikes increased continued through the sununer. 


^The Cal-ISO Department of Market Analysis reports “..only a nominal amount of 
ancillary service capacity traded in the Cal PX BFM,” as of July 28, 2000. Cal-ISO 
Department of Market Analysis, Request to Extend Price Caps, filed with FERC August 14, 
2000, EROO-3673, Attachment C, p.’s. 
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Figure 3-1. Daily Price Indices for Western Market Hubs, 1997-2000 



May price spikes. The first spike of the season was in early May. Prices at Palo 
Verde prices rose well over $ 100 per MWh in response to hot weather and diminished 
supplies, with several generation units down for maintenance. The Northwest could not 
send supplies south because of its own demands and a large number of coal units were 
offline with unplanned outages. Daily index prices at Mid-Columbia reached over 
$65/MWh, but did not exceed prices at the typically higher-priced COB and Palo Verde. 

In late May, a heat wave caused western prices to spike again, almost doubling the 
spike that occurred two v/eeks earlier. Hot weather, combined with 6,000 MW of off-line 
generation drove day ahead prices at all the western hubs over $200 per MWh. Tlie Cal-ISO 
implemented State 2 emergency measures as reserves fell below 5 percent. Some non- 
firm loads were cut and the ISO bought supplemental power to prevent rolling blackouts. 
Real-time prices in the California PX rose to the ISO’s $750 cap on ancillary sendees for 
several hours. The California PX average, onpeak day-ahead price topped $3 16/MWh, an 
all-time higii. 

June price spikes. In mid-June, western markets experienced another price spike, 
with prices reaching an unprecedented level for western markets. Daily index prices at 
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Palo Verde reached $450, with prices at COB reaching $430 and prices at Mid-Columbia 
reaching $400. Real-time prices in California hit the ISO’s $750/MWh cap on ancillary 
services for three days straight. Hot weather, the shortage of hydro generation, and plant 
outages were cited in trade press reports of the spikes. Temperatures in San Francisco 
reached 1 05 degrees, breaking a 34-year record. The Cal-ISO ordered rolling blackouts, 
curtailed interruptible loads, and cut a small amount of firm power to customers in the San 
Francisco Bay area. 

In the final week of June, bilateral prices rose to their highest levels to date as 
Bonneville Power Administration and the Northwest utilities outbid California and the 
Southwest, reportedly paying as much as $l,400/MWh to buy power in hourly bilateral 
markets.'* Market players noted that, with caps in place in California markets, adjacent 
regions were able to outbid California, buying power out of the state. Hot weather, unit 
outages and hydro shortages were again cited by market participants as reasons for the 
spike. Daily index prices rose to $677 per MWh at Mid-Columbia, $648 per MWh at 
COB, $497 at NP-1 5 and $5 1 3 at Palo Verde. 

July price spikes. Daily prices reached over SI 00 per MWh several times in July, 
mostly at the southwestern hubs. Prices showed a large spike near the end of the month, 
during a period of hot weather in the Southwest, with index prices at Four Comers and Palo 
Verde reaching over $320 per MWh, with prices $246 at COB and $233 at Mid-Columbia. 
Loads in Arizona set record highs, with the two utilities in Phoenix setting new highs on 
five days in July,* High loads in the Southwest left little power to import to California. 

Hot weather, combined with supply shortages sent up prices throughout the West, 

August price spikes. Western hub prices remained at a significantly higher level for 
the month of August. Starting around mid- July, prices at the western hubs never fell below 
$110. The average index price for August was $21 1.33 at SP15, and $188.73 at NP15. 

In early August, prices at Palo Verde reached $ 1 ,500 per MWh in hourly markets, 
with Palo Verde index prices escalating to $523 per MWh. Index prices at COB and Mid- 
Columbia reached almost $500 per MWh, hitting $481 and $472, respectively. High 
temperatures in the Southwest and in parts of California were partially responsible, but 
wildfires threatened transmission facilities and increased the pressure on prices. 


^ “Traders See Northwest More Easily Outbidding California Under New ISO Cap,” 
Power Markets Week, July 3, 2000, pp. 1,12. 

®“West Prepares for High Temps, Loads; Traders Brace for Vote on Price Caps,” 
Power Markets Week, July 31, 2000. 
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Prices generally remained over $200 per MWh at the southwestern hubs for the 
duration of August For the remaining hubs, prices fell below $200 for several days. But in 
late August, prices surged in the Northwest when hydro generation was restricted. Hydro 
supplies came to an abrupt halt as dam operators were forced to fill reservoirs so 
they could continue to provide power through the rest of the year.* Day-ahead prices at 
Mid-Columbia and COB increased to $260 per MWh. 

Increase in overall price levels. The summer 2000 price levels greatly surpassed the 
price levels of prior years. Figures 3-2 to 3-4 compare prices at COB, Palo Verde and 
Mid-Columbia for the past three summers. The summer 2000 prices show a dramatically 
different pattern from the previous 2 years, with large spikes in May and June. In mid- July 
through August 2000, lower price caps limited the prices in hourly markets, but the general 
level of prices was significantly higher, hovering around $200. A similar trend can be seen 
at Palo Verde and Mid-Columbia, with extreme price spikes or high overall prices 
occurring throughout the summer in 2000, compared with much lower price levels for the 
previous two summers. 

Prices in western markets show a close relationship to the prices in the California 
PX from which 80 percent of load, served by lOUs in California, must purchase energy. 

The California PX noted this relationship on an average basis for the May and June period.’ 

Figure 3-5 shows daily onpeak prices for NP 1 5 and SP 1 5 for bilateral markets and 
the California PX. While the prices track very closely, the PX prices show much larger 
spikes than the bilateral prices. The California PX products are not identical to the bilateral 
market products, The bilateral market prices are index prices for 16-hour blocks 


®“N.W. Prices Escalate as Hydro Dwindles; Dams Store Water, Runoff Disappears,” 
Power Markets Week, August 28, 2000. 

'^California PX Report on June 29, 2000, “Price Behavior in the CalPX Markets, 
May-June 2000.” 


3-10 



657 



Figure 3-3. Bilateral Index Prices at COB 



Source: PowerMarkets Wa&k. 
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Figure 3-4. Bilateral Index Prices at Mid-Columbia 


I 1998- - 1999 200^ 



Figure 3-5. Western Market Prices for Summer 2000: Bilateral Markets 
vs. California PX 


I NP15 SP15~ ~ CalPX NP15 ' ~ CalPX SP 15 I 



3-12 







659 


Figure 3-6. Palo Verde Forwards: 3rd Quarter Contracts 



of power. The PX prices and sells power on an hourly basis.® It is possible that, because 
these products are slightly different, they are valued differently at peak times. 

The pattern of prices was different in July and August. The PX and bilateral market 
prices tracked more closely, with bilateral market prices often higher than PX prices at 
NP15 and PX prices remaining higher at SP15. 

Forward market prices were much lower earlier in the year and were used by some 
market participants to hedge potentially high prices over the summer. Figure 3-6 shows 

Q 

The PX prices have been averaged for a 16-hcur block period to correspond to the 
1 6-hour block traded in bilateral markets, but the products are not the same because buyers 
and sellers in the PX set individual hourly prices whereas bilateral buyers and sellers trade 
at a single price for the entire block. Buying a block at a single price does not permit the 
buyer to tailor hourly prices to expected hourly levels, and is consequently less flexible, 
particularly if the buyer plans to resell in hourly markets. 
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forward contracts for the third quarter for the last 3 years (1998 through 2001) at Palo 
Verde, COB and Mid-Columbia. Forward prices have risen in each of the past 3 years. A 
substantial number of forward contracts were made in early 2000 at prices between $60 and 
$80 per MWh. Market participants who purchased forward contracts for the summer of 
2000 received prices well below spot market prices. COB and Mid-Columbia had similar 
patterns, with somewhat lower prices for those hubs. 

Figure 3-7 shows the July futures contract at COB for 1998 through 2001. While 
no July 1998 contracts were traded prior to March 1 998, trading for both the 1 999 and 
2000 contracts began as early as one year earlier, as market players recognized the need to 
prepare for summer price spikes. Prices for July 2000 were as low as $50 per MWh up 
until April 2000. After April, the July contract escalated, reaching almost $140 per MWh 
prior to expiration. Futures prices that seemed high earlier in the year resulted in 
significant savings to those who used futures contracts to hedge their positions in the 
market. A sirhilar pattern occurred for the August contracts at COB and Palo Verde. 

The number of futures contracts traded declined substantially in 1999 and 2000. 
Market participants have noted in discussions that they find the futures contracts less 
flexible than individually tailored forward contracts, preferring to use over the counter 
forwards instead. A contract strucmred around a monthly market may not be sufficiently 
flexible to attract a large number of buyers in a market given to a high level of daily and 
hourly volatility, where both buyers and sellers may have different supply and demand 
profiles. Over-the-counter products customized to buyer and seller needs, while more 
expensive to arrange than current futures market products, may be the best alternative in the 
absence of greater ability to develop attractive standardized products. 
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Figure 3-7. COB Futures; July Contracts 


IVoluroeTraded QavHtnhPneaSMWh DavttwPrice&MWh — Day Close Price S/MWl I 



Soiree: ROI POWERdat 


4. Correlation of Prices in Western Markets 
Bilateral and PX Markets 

Table 3-2 shows the correlations of western market onpeak prices for the summer 
2000 period. The correlations between California PX prices and western market bilateral 
prices are quite strong. As one would expect, the correlations between the California PX 
prices and bilateral prices at NP15 and SP15 are high. By the same token, CalPXNPlS and 
Mid-Columbia are highly correlated, as are CalPX SP 1 5 and Palo Verde because of the 
geographic proximity of the points and the general absence of transmission limits into 
California. Coirelations between all of the western onpeak prices show correlations of 
0.858 or above. 
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Table 3-2. Correlations of Western Matitet Prices: Oripeak Prices from 
Megawatt Daily and California Power Exchange 

(May 1- August 21, 2000) 



COB/ 

NOB 

Mid- 

Columbia 

Paio 

Verde 

i Comers 

NP15 

SP15 

Cai PX 
NP15 

Cal PX 
SP15 


1.000 








i/fid-Co{umbia 


1.0C0 







*afo Verde 

0.971 

0.963 

1.000 






^ Comers 

0.961 

0.953 

0.995 

1.000 





4P 13 

0.992 

0.987 

0.974 

0.966 

1.000 




3P 15 

0.969 

0.960 

0.992 

0.983 

0.977 

1.000 




0.912 

0.908 

0.865 

0.858 

0.919 

0.876 

1.000 



0.915 

0.906 

0.932 

0.932 

0.922 

0.937 

0.930 

1.000 


Table 3-3 shows the correlations ofoffpeak western market prices. The 
correlations of offpeak prices show strong relationships between prices in bilateral 
markets, but the relationships between prices in the CalPX and bilateral markets are 
weaker. The CalPX SP15 price shows a higher correlation to all the bilateral prices than 
does theNPlS price. One would expect the CalPX NP15 to more closely correlate to the 
COB/NOB price because it is closer in proximity. 

During summer 2000, power flowed into the Northwest from California especially 
during oflpeak hours to allow hydro generators to store water for more costly onpeak 
hours.* It is possible that the demand for exports of offpeak power from California to the 
Northwest created a different pattern of prices for markets in northern California. 


^“N.W. Prices Escalate as Hydro Dwindles; Dams Store Water, Runoff Disappears,” 
Power Markets Week, p. 11. 
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Table 3-3. Correlations of Western Market Prices: Offpeak Prices from 
Megawatt Daily and California Power Exchange 

(May 1-August21,2000) 



COB/NOS 

Mld- 

Coiumbla 

Palo 

Verde 

4 Corners 

CalPX 

NP15 

CaiPX 

spis 

COB/NOB 

1.000 






Mid-Columbia 

0.963 

1.000 





Palo Verde 

0.946 

0.942 

1.000 




4 Comers 

0.848 

G.881 

0.946 

1.000 



CaiPX NP15 

0.499 

0.568 

0.422 

0.596 

1.000 


CalPX SP15 

0.742 

0.699 

0.700 

0.554 

0.702 

1.000 


ISO Energy and Ancillary Services Markets 

Ancillary Services prices showed a similar pattern to that of energy prices in the PX 
and ISO during the summer of 2000. As shown in Figure 3-8, spinning, non-spinning and 
replacement reserves reached the level of the price cap ($750 per MW in May and June, 
$500 per MW in July and $250 per MW in August) for periods throughout the summer. 
These patterns track with the energy market price and reflect the opportunity cost of 
generators' providing ancillary services. That is, if generators are holding a portion of their 
units in reserve, they are foregoing the revenue they could have earned by providing energy 
in the day-ahead, hour-ahea4 or real-time markets. 

The ISO instituted an additional purchase price cap for replacement reserves at $100 
per MW as part of a strategy to reduce out-of-market calls associated with under- 
scheduling. As shown in Figure 3-9, the ISO increased the amount of replacement reserves 
it purchased in July and August relative to the level it had purchased in May and early June. 

The Cal-ISO reports that the strategy to reduce the reliance on out-of-market calls 
may have increased generators' incentive to withhold capacity from the day-ahead PX 
energy market and shift capacity into replacement reserve and real-time energy markets 
during the high load periods.'" Suppliers could benefit by not scheduling capacity in the 
day-ahead markets, and instead bidding into the replacement reserve market so that they 
have a high probability of receiving both the capacity payment for replacement reserves and 


Report on the California Energy Market Issues and Performance: May-June 
2000, prepared by the Department of Market Analysis, California Independent System 
Operator, August 10, 2000, 
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also the real time energy price. During high load periods, the replacement reserve price 
can be high and a high proportion of all available energy is likely to be taken by the Cal-ISO, 
so this can be a profitable strategy. In July, the Cal-ISO lowered the price cap on 
replacement reserves in an attempt to limit the attractiveness of this strategy. ' * 

Real-time energy prices in the Cal-ISO closely follow the PX prices for the same 
period. As described above, these two markets are linked since one is effectively a 
substitute for the other from both the supply and demand perspectives. It is also clear that 
the real-time energy and PX prices experienced longer periods of prices at or near the 
price cap than the ancillary service price. 


Figure 3-8. Day-Ahead Spinning, Non-Spinning and Replacement Reserves 
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^^Califomia ISO, “Minutes of Special Board of Governors Meeting,” June 28, 

2000 . 
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Figure 3-9. Day-Ahead and Hour-Ahead Replacement Reserve MWh, NP15 



Figure 3-10. Daily Spot Prices for Western Natural Gas Markets in 2000 



3-19 








666 


Figure 3-11. NOx RECLAIM Prices forSCAQMD, May to September, 2000 



B. Cost Factors in Prices and Price increases 
1 . Input Price Increases 

One of the reasons for the higher prices in the West during the summer of 2000 was 
the increase in input prices, specifically increases in natural gas prices and NOx 
compliance costs. As shown in Figure 3-10, natural gas prices roughly tripled from January 
2000 to September 2000 in the West. 

Since natural ga-s-fired units are usually the marginal units during peak demand 
periods, input price increases can have a significant impact on the market clearing price. 

For example, for a gas-fned unit with a heat rate of 10,000 Btu/kWh, if the natural gas price 
goes from $2.00/MMBtu to $5.00/MMBtu, the fuel cost rises from $20.00/MWh to 
$50.00/MWh. 

In addition, the price of the NOx credits necessary to run gas units also increased 
significantly. As shown in Figure 3-1 i, the price of NOx RECL.^JM credits rose from 
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approximately $6.00/lb to over $40/lb at the end of August.'^ A combined-cycle gas 
generator typically emits around 1 pound of NOx per MWh. A combustion turbine gas 
peaking unit can emit more than 2 pounds of NOx per MWh. At a price of $40/lb, the 
emission reduction cost of a gas peaking unit would be approximately $80/MWh as 
opposed to $12.00/MWh when the NOx credit price is only $6.00/lb. Taken together, the 
increases in natural gas and NOx credit prices raised the marginal running cost of a 
combined cycle generation unit with a heat rate of 10,000 Btu/kWh and a NOx emission 
rate of 1 Ib/MWh by approximately $64.00 per MWh (from $26.00 to $90.00 per MWh). 

Most critically, in times of peak demand when internal and external transmission 
constraints limit transfers, the least-efficient plants are called on to provide energy and 
thus set the market-clearing price. These plants have the highest heat rates and some of the 
highest NOx per MWh emission rates. In these cases, the marginal running cost of the 
plant is significantly above SlOO/MWh. For example, for a combustion turbine gas-fired 
peaking plmt with a heat rate of 16,000 Btu/kWh with a NOx emission rate of 2 Ibs/MWh, 
marginal running cost would have risen from $44/MWh to $160/MWh.'^ Therefore, 
market clearing prices that approach the $250/MWh price cap may simply reflect the true 
cost of the resource and be solely the result of tight supply, not the exercise of market 
power. Figure 3-12 shows the effect of rising natural gas prices and NOx emission permit 


*^The prices in Figure 3- 1 1 are averages based on sales reported by Cantor 
Fitzgerald Environmental Brokerage Services, www.cantor.com/ebs. The May, June and 
July and August figures reflect both vintage 1999 and 2000 RECLAIM allowances. The 
September figure is for vintage 2000. June 1999 RECLAIM allowances expired at the end 
of August 2000. 

^^Both examples assume an increase in the natural gas price from $2 per MMBtu to 
$5 per MMBtu and an increase in the NOx emissions credit price from $6.00/lb to $40/lb. 
Under extreme conditions gas-fired units with heat rates exceeding 16,000 Btu/kWh may 
be called on to produce energy in the PX or real-time energy markets. The ISO DMA uses 
somewhat more extreme emissions and heat rate assumptions in Market Analysis Report, 
September 2000, basing costs on a NOx rate of 4 Ib/M Wh and at heat rate of 20,000 for a 
combustion turbine. These extremes can be reached, but only in the most extreme 
emergencies. However, they use $35 for NOx costs, the approximate August average, 
rather than the end of August price. They estimate a price of just under $250 rather than the 
lower number we provide here. Given the uncertainties in the information, either estimate 
is consistent with high prices close to $250 in August. 
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rates on the running cost of gas-fired generation from a combustion turbine emitting 2 lbs 
NOx per MWh over the summer of 2000.'“ 

C. Bidding in the CalPX and Selected Cal-ISO Markets 

This section discusses bidding patterns in the PX and the ISO replacement reserve 
market, and the role of out-of-market purchases by the ISO. These discussions provide 
information on the patterns that appear to have driven the high prices encountered in the 
summer of 2000. The PX bidding is discussed first, followed by bidding in the ISO 
replacement reserves and out of market purchases. 


Figure 3-12. Estimated Running Cost for Gas-Fired Generation in Southern 
California 



^“^Cost estimates based on stated heat rates, average western hub gas price.? from the 
four hubs shown in Figure 3-10, assumed NOx emission rates of 1 and 2 lb per MWh, for 
the 10,000 and 16,000 Btu/kWh heat rates respectively, and a linear estimate of NOx 
reclaim prices ranging from $6. 00/lb. on May 1 to $40. 00/lb on August 31. Note, the NOx 
emission rate is not simply of function of the heat rate, it also depends on the unit-specific 
NOx bum rate. That is, two different combustion turbines with the same heat rates could 
have different NOx emission rates. 
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1. Bidding in the CalPX 

In the last section, the decrease in the amount of power scheduled through the PX on 
a day-ahead basis was described. Given the requirement for balanced schedules in the 
California design, the reduction in the proportion of power scheduled day-ahead is the joint 
result of bidding by both supply and demand. However, much of the change has been driven 
by suppliers migrating to other markets, such as the real-time market or the export market. 
As a result, there is a clear reduction in the total supply available in 2000 compared with 
1999. This result has been documented by the recent analysis provided by the PX.'^ This 
section further examines bidding patterns over the last summer to determine how the 
pattern changed as the Cal-ISO price cap changed over the summer. Although the PX has 
no price cap, the Cal-ISO cap provides a de facto cap, since the Cal-ISO markets provide an 
alternative for both loads and supply. Loads will have an incentive to move their purchases 
to the Cal-ISO rather than bid to raise prices in the PX above the Cal-ISO price cap. And 
suppliers have incentives to shift sales to Cal-ISO markets at peak times in hopes of gaming 
a capacity payment for replacement reserves and also being paid at the price cap for real- 
time energy.'* 

For these reasons, one would expect the level of the price cap to have some 
detectable impact on bidding behavior. This impact is examined from two primary 
perspectives. First, differences in the total amount of supply offered into the day-ahead PX 
market are examined. Second, changes in the shape of bid curves are examined by studying 
the proportion of supply offered at selected price levels. 

Quantities of Supply Bid into the PX 

To examine how supply quantities bid into the PX changed over periods with 
different Cal-ISO price caps, the quantity of supply made available under the price cap was 
calculated from bidding data by participants. Participants were classified by the following 
categories used by the PX. The three largest participants are the California lOUs, the new 
generation owners (NGOs) who have acquired the divested units previously owned by the 
California lOUs, and the power marketers. These entities account for over 90 percent of 


California Power Exchange Corporation Compliance Unit, Price Movements in 
California Electricity Markets, September 29, 2000. 

For further discussion of incentives for shifting supply away from the day-ahead 
PX market, see California PX Report, September 29, 2000, ISO Market Surveillance 
Committee Report, September 6, 2000, and report from the ISO Department of Market 
Analysis, .August 1 0, 2000. 
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the quantities bid into the PX market. Other participants with smaller shares include 
municipal and other governmental participants and lOUs outside California. 

Figure 3-13 shows the quantity bid into the PX under the Cal-ISO price cap for three 
time periods defined by the level of the Cal-ISO price cap” and the three major participant 
categories. The quantities represent the average total quantity bid hourly during onpeak 
hours over the period. There appears to be little or no change in the total quantity bid for 
any of the participant categories. Figure 3-13 includes all supplies bid, and includes the 
quantities bid in at zero prices, which make up around two-thirds of the total and may not 
change appreciably when the price cap changes. However, it is interesting to note that the 
price cap seemed to have a relatively small impact on the total quantity bid. 

In each participant category, slightly more supply is bid into the PX in July, when the 
price cap was at $500, than in the other two periods when the cap was lower or higher. This 
period corresponds to the time when the supply/demand picture was less tight than it was 
before, in June, or afterwards, in August. Under these conditions, there may be fewer 
opportunities to sell outside of California because supplies in the West were generally 
more abundant. 


The $750 period extends from May 1 to June 30, the S500 period from July I to 
August 6, and the $250 period from August 7 to September 20. Although the $250 period 
extends past the end of August, used as the end date for other statistics in the report, it was 
used here to make use of the additional information gained by the extension. 
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Figure 3-13. Comparison of PX Onpeak Supply Bid Under ISO Cap 
for Selected Participant Types 
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August prices were higher than June prices on average in both the PX and the ISO, 
even though the ISO cap was reduced from $750 to S250 over the period. The higher price 
in the PX is a result of upward shift in the supply offered in the PX. This upward shift can 
be seen by calculating the percentage of supply offered at any given price level Table 3-4 
shows the percentage of supply offered at SlOO, $ 150 and $200. Figure 3-14 depicts the 
percentages offered at $100. These percentages clearly show that all participant categories 
changed the supply they offered as the price cap was reduced, particularly when the price 
cap fell to $250. However, it may be incorrect to attribute the change in bidding patterns 
solely, or even primarily, to the price cap reduction. As 
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Figure 3-14. Percentage of Non-Zero Supply Bid at $100 or 
Below 



Table 3-4. Bidding in the CalPX by Participant and Cal-ISO Price Cap, May to 
September 2000 
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discussed in the last section, costs rose over the same period, shifting costs upward and 
changing the underlying cost structure. Since all participant categories exhibit the same 
pattern, the changed bid shapes are unlikely to be the result of individual participants or 
classes of participants changing their bidding behavior in an attempt to manipulate prices. 


2. Cal-ISO Replacement Reserve Markets and Out-of-Market Purchases 

Both replacement reserve markets and out of market purchases by the Cal-ISO were 
closely related to the problem of underscheduling in the Summer of 2000. When 
miderscheduling in the day-ahead and hour-ahead markets occurred, the ISO turned to 
replacement reserve markets or out-of-market (OOM) purchases to procure capacity 
needed to provide energy for meeting the difference between the forecasted load and the 
scheduled supply. The policy of purchasing replacement reserves for this purpose was 
motivated in part by the desire to limit the use of out of market calls, which take place 
outside the structure of the normal market during emergencies and are not subject to the 
price cap. As a result of these policies, OOM purchases were only a small portion of total 
energy costs in May through August. OOM purchases totaled $93 million dollars, less than 
1 percent of the total energy costs of $ 1 1 .6 billion. Around half of the cost and quantity of 
OOM purchases were for power from public entities or scheduled through public entities 
as scheduling coordinators. 

Replacement reserve total costs were much greater than OOM purchase costs, 
totaling $217 million dollars in June alone, almost half the total ancillary service costs of 
$436 million dollars for the month. Examining bids and bid patterns for two high-costs 
weeks in June showed a pattern of increased bidding into the replacement reserve market as 
the week progressed. The quantities bid into the replacement reserve markets are shown in 
Figure 3-15, where these quantities are compared with quantities bid into the PX for the 
week of June 1 2 to 1 6. Replacement reserve costs for Tuesday to Thursday of this week 
were over $ 1 20 million. It appears that more offers are placed in the replacement reserve 
markets this week as the hotter weather sets in, while the quantity bid into the PX falls or 
remains level. This information confirms that bidders are following their incentives to 
place supplies in the replacement reserve market, where they can obtain payment for both 
reserve capacity and for replacement energy when called. Given these incentives, bidders 
would shift additional supplies to the day-ahead or hour-ahead replacement reserve market, 
rather than the day-ahead PX energy market, in order to obtain additional payment for 
reserve capacity. While there are a range of bidding patterns in the replacement market, no 
one participant or class appears to dominate others in setting the overall pattern. It is also 
interesting to note that the higher level of bidding into replacement markets continues even 
on Friday, June 1 6, when replacement reserve costs and purchases by the iSO have fallen to 
low levels. 
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3 . Transmission Congestion Costs and Prices 

Transmission was not a major issue in 2000 in most discussions with market 
participants. However, as noted in Section 2,B.6, transmission congestion patterns shifted 
in 2000 compared to earlier years, but congestion remained significant. Transmission 
congestion on paths into California generally lessened, but congestion on major paths 
within California, Path 1 5 and Path 26, worsened during some periods. Overall, day-ahead, 
interzonal congestion costs were $141 million in May to August 2000 compared with $27 
million in 1999. However, $81 million of the cost was for congestion on Path 26, which 
not counted as interzonal congestion cost prior to the start of zone ZP26 in February, 

2000. If these charges are removed, year 2000 costs are $60 million in 2000. This 
indicates that comparably-compared congestion costs about doubled from 1999, a 
somewhat smaller increase than overall energy costs. 

Table 3-5 shows the congestion charges on the major transmission paths in 1999 
and 2000. In general, the total cost impact of imports was less in 2000, particularly during 
peak periods. Costs for imports were much lower in 2000 on COI, during both peak and 
offpeak periods. As shown earlier in Table 2-1 8, import flows on NOB and Eldorado were 


Figure 3-15. CaiPX Bids, Replacement Reserves and Real-Time Payments 
to Replacement Units, June 12 to June 16 
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much lower in 1999, so the higher charges in 2000 for these paths, shown in Table 3-5 did 
not have as much impact. However, internal California paths, that affected the price 
difference between NP15 and SP15, Path 15 and Path 26, were both congested more often 
in 2000 than in 1 999 and had cost per MWh of congestion. Exports flowing north offpeak 
were also more frequent and more costly per MWh, as show in Table 2-18 and in Table 3-5. 

Table 3-5. Transmission Congestion Price During Congested Hours on Major 


Congested Paths, May through August 1999 and 2000 


Transmission Path 1 1999 

2000 

Difference 
(2000 minus 1999) 

Onpeak Congestion 

'moorts over Cal-Oreqon Intertie (COh 

$13.96 

$0.50 

-$13.46 

'mports from Oregon over DC Tie (NOB) 

$5.15 

$-16.47 

$11.32 

North to Souih flow on Path 1 5 

$12.18 

$34.78 

$22.60 

North to South flow on Path 26 

$0.00 

$61.21 

$61.21 

Offpeak Congestion 

'imports over Cal-Oreqon Intertie (COD 

$9.19 


-$9.19 

imports from Southwest over Eldorado Path 

$4.83 

$7.86 

S3.03 


$4.83 

$27.25 

$22.42 

HIM 

$551 

$24.99 

$19.08 
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4. Regulatory and Institutional Environment 

The reguklMy fiamewoik appKcable to aKsgy maikets in the West is composed of a complex 
interaction of federal and slate requirements related to energy and toe environment ' As described 
below, in California, restructured maikets were designed toiough a political process involving slate, 
federal, and stakeholder inputs. The result of this process was an extremely complicated market 
design, with continued state and federal ovetsi^t at every organizationa] level. Furthermore, toe new 
maricet entities created to implement restractured matkets in California, the Califcmia Independent 
System Operator Coiporation (Cal-ISO) and the CMfotnia Power Exchange Corporation (PX), are 
governed by intereaed stakdiolder boards which are charged with sorting through these political and 
market complexities, while maintaining a fiduciary dity to the Cal-ISO and PX These are fiitther 
overseen by an Electricity Oversight Board All of this is in addition to the traditional regulatory 
oversi^r of the Federal Energy Regulatory Commission and the California Public Utilities Commission 
(CPUC). 

Environirtental regulation in California affects the siting and opcsation of generation and 
transmission projects. As discussed below, toe legulatoty structure is complicated and involves many 
layers of state and federal regulation Local air quality factors have become of particular importance. 
Consequently, toe review process for siting new transmission or generation facilities is iiequentiy very- 
lengthy; and, once constructed, environmental standards can significantly affect operations and 
generation costs. 


A. Economic Regulation of Utilities 
1. Federal Economic Regulation 

The Federal Energy Regulatory Commission (Commission) is the principal federal regulatory 
agency responsible for electric regulation in the Western Systems Coordinating Council (WSCQ 
legioa^ The Commission regulates the rates, and terms and conditions governing the sale and 


^ While other states in the West have passed restructuring initiatives, they have not been fully 
implemented and do not po.se the regulatory complexities observed in California. Therefore, our 
primary focus is on toe regulatory stmetures in California. 

^The Commission also regulates: (I) the licensing, operations, and safety of all non-fedetal 
hydroelectric facilities located on navigable streams and facilities constructed after 1935 which are 
located on -vrateis over which Congress has Commerce Clause jurisdiction and which affect the 
interests of interstate or foreign commerce; (2) the rate-s terms and conditions for the transportation and 
sale for resale of gas in interstate commerce; and (3) the siting, construction and .abandonment of 
interstate pipelines. 
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transmission of bulk power in inlersate comiMce under the Federal Power AcL^ The Commission's 
mandate under the FPA is to asure that rate and teons and conditions are just and reasonable and not 
unduly discriminatioty or piefaential. The Craiaiifckm's authori^ extends to the structure of both ISOs 
and the RTOs,'* The Commission has limited authcsity ova- municipal, state, or federally owned 
generating and transmission fkalities urafar flie Fedaal Power Act The Commission has petmitted 
many generating entities in the west to charge maket-based tales for the power they sell. 


2. Economic Regulation of Electric Utilities in California 

The State Regulatory Structure 

Economic regulation of electric utilities in California is conducted by several agaicies. Electric 
restmcturing jn California was initiated by the CPUC, which issued a series of policy decisions in 1994 
and 1995. Thrae decisions were followed by legislative enactment of Restructuring Legislation, under 
Assembly Bill 1890 (AB 1 890). These state actions were taken m conjunction with a massive 
stakeholder process in which all segments of the California electric industty participated in <teveloping 
the new market structure. Ultimately, the fiuifs of this pxtcess were submitted to foe Commission for 
review. 


Among other things, foe new regime provided for establishment of two new entities, foe 
Califomia ISO and PX, to reliably operate foe California transmission grid and to provitte a spot 
market for electric energy; mandatory divestiture by California lOUs of significant portions of their 
generation; transfer of operational control of lOU transmission facilities to the Cal-ISO; implementation 
of retail access as of January 1, 1998, a non-bypassable Competition Transition Charge (CTC) which 
will allow lOUs to recover stranded costs through March 2002, a rate fteeze to remain in place until 
the lOUs recover their stranded costs; a mandatory buy-sell requirement to ensure that the PX is a 
viable market entity; market monitoring within the ISO and PX; and oversi^t by several state agencies. 

The CPUC regulates foe retail rates of all pivately owned electric utilities in CMifomia, but 
does not le^tlate municipal electrical corporations, which include some 14 municipal power conpanies, 


^Federal Power Act, Part II, 1 6 USC § 824, et seq; Pacific Gas and Electric Co., et at, 77 
FERC 161,81 8 (1996), 

‘^See, e.g., Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (January 
6, 2000), FERC Statutes and Regulations 13 1,089 at 30,994 and 31,037 (2000). In reviewing ISO or 
RTO filings, the Commission considers; tlie larifFs of such organizations, the terms for access to the 
interstate grid, the structure of their go'veming boards, delegated enforcement acti'vities, and provisions 
such as an OASIS designed to assure non-discriminatoiy access to information regarding the operation 
of the electricity grid. 
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1 cooperative, and 4 state power authorities. The CPUC is responsible for evaluating the economic 
need for additional transmission capacity and reviews the reasonableness of proposed constmction 
costs for rate making purposes once construction has been completed Under AB 1890, the CPUC is 
charged with implementing direct retail access, regulating retail rates and services of state-regulated 
lOUs, retail distribution operation and reliability, lOU mergers, consumers protection and education 
programs regarding retail electricity services, adrrrinistration of lOU contracts with qualifying lacilities, 
examination of market behavior of lOUs and their alBliate transactions, and implementing the CTC 
mechanism as a non-bypassable charge on all customers,’ 

AB 1 890 created a new regulatory entity, the California Electricity Oversight Board (EOB), to 
provide an oversight function over the ISO and PX As modified by Senate Bill 96, the EOB’s 
functions include monitoring, evaluating and representing state interests concerning the operation and 
reliability of the interconnected electric transmission system and the markets for generation and bulk 
energy includiig the ISO and PX and similar entities, and the rules and policies affecting these entities.'’ 
In addition, the EOB has the right to approve pocedures and qualifications of, and to confirm the 
appointments of, Cal-ISO and PX governing board members representing retail and end-use classes.’ 
Furthermore, the EOB has the right to serve as an appeal body for majority decisions of the ISO 
governing board related to matters exclusively within California's jurisdiction. The EOB consists of 
three voting members appointed by the Governor of Cahfomia, and two non-voting members 
appointed by the California House and Senate, respectively, plus a professional staff of analysts and 
lawyers. 

Under the AB 1890, two new entities were established to operate and to maintain the reliability 
of the interstate transmission grid and to operate a spot market for electric energy. The Cal-ISO is 
responsible for operating most of the transmission system in California The ISO-controlled grid 
excludes local distribution facilities and facilities owned by municipalities that have not joined fhe ISO. 
The ISO controls, but does not own the network which remains titled in the name of its member 
companies. The ISO receives balanced operating schedules from the various scheduling coordinators 
to transmit power throughout the state. The ISO is responsible for resolving congestion issues within its 
system, for purchasing power needed to maintain system reliability, and for evaluating and determining 
the need for transmission system upgrades of file network it is responsible for operating. The aufliority 
of fhe ISO to require upgrades of the network it is charged wifri operating is subject to the concurrence 
of the owning utility. The ISO also operates a real time balancing market and anciUaiy services 
maikets, and is responsible for all coordinating and regional reliabiiify obligations involving the WSCC. 


^See Draft Memorandum of Understanding between the EOB and CPUC, January' 20, 1999. 

^Tlie EOB has the exclusive right to decline to conlinn representatives of the agricultural end- 
user, industrial end-user, commercial-end-user, residential end-user, end-user at large, nonmarket 
participant and public interest group classes. 
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The ISO is governed by a 26-member stakeholder board, consisting of representatives of the 
following classes: CEO and President; Investe-Owned Utility Transmission Owners (3 members); 
Municipal Utilities (4 members); Govemnsat Mate Partidpant Entities ( 1 member); Non-Utility 
Electric SeUets (2 members); Public Byers and Sdkss (1 member); ftivate Buyers and Sellers (1 
member); Agicultural End-Users (1 member); Industrial End-Usas (1 member); Commercial End- 
Users (1 member); Residential End-Users (2 members); End-User at Lar^ (4 members); Public 
Interest Groups (2 members); Non-Market Partidpants (2 members); plus several non-voting Advisory 
representatives. The ISO bylaws and structure require at least amajority vote to pass motions. This 
structure ensures that no two classes of customers can combine to dominate ISO Board decision 
making The Cal-ISO has a market monitoring unit, called the Department of Market Analysis, and an 
external Market Surveillance Committee. 

The PX was created under AB 1890 to fimction as the prindpal power maricet in CaUfomia 
The PX establishes prices for a day-ahead market based on demand quantities and prices it receives 
fiom parties trading throu^ the PX. These prices incorporate the amount that parties are willing to pay 
as congestion relief charges. The PX is also a scheduling coordinator in the ISO. Once the day-ahead 
price and quantities are established, tire PX submits the balanced schedules to the ISO. If congestion 
develops, another round of schedules, which incorporates congestion charges, is developed and 
submitted to the ISO. The PX also acts as a clearing house for the daily and hourly markets. Under 
AB 1 890, the three major electric utility companies in Califonia (SDG&E, SoChl Edison and PG&E) 
are required to make all of flieir purchases through the PX Since 1 999, the PX has operated a block- 
forward market in an attempt to provide greater depth and to allow participants to hedge against price 
volatility. The PX has both an intetnal market monitoring compliance unit and an external Market 
Monitoring Committee to maintain vigilance against market abuses in the newly reslnrctuied 
environment 

Like the ISO Governing Board, the PX Governing Board is a stakeholder board, representing 
the following classes: CEO and President; Privately Owned Distribution Companies (3 members); 
Publicly Owned Distribution Companies (3 memb^); Public Buyers and Sellers (2 members); Private 
Buyers and Sellers (2 members); Non-Utility Generators (3 members); Agricultural End-Users (1 
member); Industrial End-Users (1 manber); Commercial End-Useis (I member); Residential End- 
Usets {2 manbets); End-User at Large (3 members); Public Interest Groi^rs (2 members); Non- 
Maiket Partidpants (2 members); plus several non-voting Advisory representatives. Lflos the ISO, the 
PX Governing Board has stmctural checks against dominance by any one or two voting classes. 

The CPUC and EOB recently have recommended that the stakeholder boards should be 
eliminated and replaced with boards appointed by the Governor.* They liave also recommended thd 
ihe EOB's aufliority over the PX and Cal-lSO should be clarified and that either the CPUC or the 


^EOB/CPUC Report to the Governor, at 46-47. 
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EOB should be given authority to sanction power plant owners, electricity sellers or scheduling 
coordinators. 

CPUC Policies for lOU Generation and Purchases 

The California Commission's Preferred Policy Decision, 64 CPUC2d, 1 ( 1 994) required 
PG&E, SoCal Edison and SDG&E to bid all of their generation into the PX and to procure electric 
energy for their M service customers by purchases from the PX. (Id. at 95). This “buy/sell 
requiremenf ’ remains in eifect for a period consistent with the rate fieeze and the lOUs' collection of 
stranded costs through the CTC. 

The CPUCs stated rationale for the buy/sell requirement was to provide price transparency, 
mitigate market power and reduce regulatory burdens, to ensure that customers relying on their 
distribution utility to procure their electric energy would receive the benefits of competitive market 
prices, and to provide sufficient depth to the PX that its market signals may be relied upon as a 
benchmark for choices to opt for contracts for differences or direct access arrangements. (64 CPUC 
2d l,at38). 

In its initial orders on the proposed restmcturing, the Commission independently adopted the 
Califomia buy/sell requirement Althou^ the Commission stated that it mi^ be concerned if this was a 
long-term requirement, it found that the buy/sell requirement was important to the entire restructuring 
proposal and that it was acceptable as a transition mechanism fliat would be in place for a limited, 5- 
year period ’ Until the PX implemented the block-forward maiket, the buy/sell requirement limited the 
lOUs to the PX day-ahead market for their supply, and precluded the use of forward contracts to 
hedge the risk of price spikes in the spot market 

As originally proposed and authorized, the PX block-forward maiket was limited to bilateral 
energy transactions up to 12 months in advance of delivery.''’ The California lOUs were required to 
secure permission fiom the Cahfomia Commission to participate in the PX block-forward maiket 
Prior to tire irr^rlementation of the block-forward market, the CPUC gave very hmited authority to the 
lOUs to engage in hedging. ‘ ' 


^Pacific Gas and Electric Company, gt aL, 77 FERCt 61,265 at p. 62,088-89 (1996). 

^®CaUfomia Power Exchange Corn., 87 FERC H 61,203 (1999); 

^^The decisions of the CPUC are reported rii the following cases: PG&E, D.97-08- 
058(1 997)(derried request to use financial instruments to hedge); PG&E, D.98-06-076(1998)(granted, 
with conditions, request to use gas-indexed financial instruments to hedge gas costs for power 
production), SoCal Edison, D.99-07-OI 8( 1 999)(dismissed request to implement pilot program for 
bilateral agreements for energy and capacity purchases up to 2000M'^'); SDG&E, D.97-12- 
088(!996)(denied request to purchase power in bilateral market which would then be bid into the PX 
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The lOUs sou^t authority to participafe in the block-forward market in April and May 1999. 
On July 8, 1999, the CPUC granted the lOUs pennission to use the PX blodc-forward market through 
October 2(X)0, for up to one third of their respetoe houify loads per month. ‘ ^ For the summer of 
2000, these limits were: 300-400 MW for SDG&E;-2,tM) MW for PG&E; and 1,800-2,000 MW for 
SoCal Edison. The CPUC also conditioned such iKt^g on reasonableness reviews. “ 

The PX began olFering expanded block-fijrwaid market products in the spring of 2000, 
including super peak and shoulder peak energy products and peak energy products from surrounding 
states. The PX also proposed to ofier a block-forward market for ancillaiy services effective May 1, 
2000. In January 2000, SoCal Edison and PG&E requested permission to participate in the new PX 
markets, an extension of the termination date from October 2000 to March 2002, and expanded 
hec^g limits. SoCal Edison requested that the limits be increased to the foUowing quarterly levels: 
2,000 MW (J“ and 2"“ Qtr); 5,200 MW (3"* Qtr); and 3,000 MW (4'" Qtr). 

On March 16, 2000, the CPUC granted SoCal Edison and PG&E's requests to purchase new 
PX energy products. The hedging limits were revised to PG&E and SoCal Edison’s respective ‘riet 
shcat positions,” or the utilities’ total bundled service hourly demand less the amount of genration the 
utility povides in that hour, throu^ the end of the rate freeze. Specifically, SoCal Edison's limit was 
increased to 5,000 MW per mcmth, while PG&E's limit was increased to approximately 3,000 MW. 
PG&E and SoCal Edison subsequently received permission to participate in the PX block-forward 
maiket for ancillary services.'^ SDG&E requested similar expansion of its participation in the PX new 
products markets in July 2000. The CPUC granted this request in August 2000.'* 

In addition, on My 6, 2000, the CPUC authorized SoCal Edison and PG&E to purchase 
energy in the PX daily and balance of the month block-forward maikets, and allowed further increases 


day-ahead market); SDG&E, D,00-96-034(2000)(denied request for limited authority to purchase 
outside the PX and to use financial instruments outside the PX in connection with an Electric 
Commodity PER to be implemented at the end of the rate freeze). 

According to the California Commission, limitation is necessary to ensure that the lOUs do 
not over-procure supply, and to reduce opportunities for speculation and foe e-xerdse of maricet power. 
CPUC Resolution E-3618, issued July 8, 1999. 

13k 

l‘*ResolutioiiE-3653, issued March 16, 2000. 

l^Resolutions E-3666 and E-3672, issued May 4 and June 8, 2000, 

l®D.00-08-021 (2000). 
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in daily (but not monthly) block-forward trading levels, throng the end of the rate fieeze.'^ On July 21, 
2000, PG&E filed an emergency motion requesting authority to enter into bilatetal contracts through 
December 31, 2005. The CPUC granted to request on August 3, 2000, up to the existing block- 
forward market limits.'* SDG&E filed a request firr similar arrthority on August 9, 2000. 

During the summer of 2000, SDG&E, PG&E and SoCal Edison did not fitlly utilize their 
authorized hedging limits. In response to staff queries, PG&E reported that it purchased approximately 
1,100 MW in the block-forward market in Jrme and about l,80OMWin July and August For the 6- 
month period ending August 2000, PG&E stated that it hedged ^rproximately 90 percent of its total 
average load of 40,783,83 1 MWh, primarily through its own generation (3 1,85731 MWh) and 
block-forward market contracts (4,682,496 MWh). SoCal Edison hedged about 1,750 MW of its 
2,200 MW in June and about 3,000 to 3,500 MW of its 5,200 MW limit for July through September."* 
SoCal Edison requested confidential treatment for its hedging strategies and levels. SDG&E responded 
that it used the authority for a 100-MW transaction for September 1999. SDG&E also pointed out 
that the block-forward market is not a hedge, as the term is used in trading, and that pursuant to CPUC 
determinations, it has not used any financial hedges. 


3. Economic Regulation of Electric Utilities in Other Western States 

In the other western states, utilities are generally regulated by public utility commissions which 
regulate rates, terms and conditions of service, and which also may issue certificates for the construction 
of power plants and transmission fecilities by investor-owned utilities. These regulatory commissiorrs 
generally have only limited jurisdiction over cooperatives and none over municipal electricity operations. 
Open- access programs have been enacted by the states of Arizona (effective on January 1 , 2001); 
New Mexico (phased-in between January 1, 2001, and January 1, 2002); Nevada (retail access 
delayed since January 1, 1999); Oregon (effective October 1, 2001); Idaho; and Montana (phased in 
between July 1, 1998 and July 1, 2006). The states of Utah, Washington, South Dakota, Colorado, 
Nebraska, and Wyoming have not enacted open access or retail competition progtams. 


B. Environmental Regulation of Electric Utilities 
1. Federal Environmental Regulation of Electric Utilities 


^ 'Resolution E-3683, issued July 6, 2000. 

1*0.00-08-023 (2000). 

Report on California Energy Market Issues and Performance: May-June 2000, 
California ISO Department of Market Analysis, August 10, 2(X)0, p. 20. 
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The Commission is 1he primaiy agemg' involved in the environmental review of licensing and 
constmction of jurisdictional hydroelectric Mities. fa the West a significant amount of the 
hydroelectric resources are from federally ran jsojects that are not subject to the Commission's 
jurisdiction. These are subject to federal enviromnaital laws, and their power output can be 
sigiificantly affected by their need to comply with environmenta! requirements, such as Endangered 
Species Act requirements to protect endangered fish in the Northwest Federal reviews of electric 
transmission or generation siting proposals may involve the U.S. Amty Corps of Engineeis if wetlands 
are involved, the Department of faterior if a historical site is involved, and/or review by the Fish and 
Wildlife Agency of the Department of the Interior if federal lands or a protected species is involved fa 
all cases, the project must comply with fee minimum requirements administered by the Environmental 
Protection Agency (EPA) for clean air and water discharge standards, which usually are enforced 
through a permitting process at the state and local level. 

Minimum EPA standards also apply to projects involving the dispo.sition of certain types of 
hazardous waste and chemicals. Economic and safety review of proposed nuclear power plants 
(including site safety matters and disposition of hazardous waste) is vested in the Nuclear Regulatory 
Commission and EXDE, re^xetively, with most other environmental and land use issues reserved to the 
states or local jurisdictions. 

Utility operations are also governed by minimum federal standards for clean air under Title V of 
the Qean Air Act Regional air quality plans are developed under EPA siqtervision and administered 
by the states, Most important among the standards are ozone, sulfiir, particulate, and nitrogen dioxide 
(NOx), and carbon dioxide emissions. 


2. Environmental Regulation of Utilities in California 

California environmental regulations are based on: (1) related federal air quality and water 
quality requirements of the Clean Air Act and the Clean Water Act administered by the EPA; (2) the 
Califijmia Bivironmental Quality Act (CEQAX (3) several California Qean Air Acts, (4) local air 
quality standards; and (5) local land use planning and ZMiing regulations. 

Siting Requirements 

The siting process fcr new generation in excess of 50 MW or related tiansmissirai fediities is 
administeted by Sk Califontia Ensg}' Commission (CEC). This review facludes a determination of 
whether the proposed facility is corisistent witii the state's energy needs and plans and whether it 
conforms to environmental requirements. The siting process is complex and requires the applicant to 
select at least three possible sites for the fkiiity, including at least one that is not a coastal site. Certain 
wetland, conservati.on, and shore sites are excluded by statute and others have a higher level of 
protection unless the Commission finds that mitigation will be effictive. CEC also must evaluate 
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possible alternative sites that are not listed by tte ^licant CEC review involves input from local air 
quality agencies, which provide a report which is reviewed by the California Air Review Board 

Local jurisdictions such as cities, towns and counties have extensive land use and zoning 
authority under California law. If a proposed project is inconsistent with a local land use plan or related 
zoning provision, then a special exception or variance must be obtained at the local level. Individuals 
and localities are given extensive opportunities to participate in siting decisions. The CEC may override 
local land use and zoning regulations only if it finds that the fecility is requited by the public convenience 
and necessity and that there are not any pudent and feasible alternatives. 

On September 7, 2000, the California assembly passed AB 970, to address the immediate 
need for certain additional generating capacity in the state. AB 970 created an interagency task force 
of not more than 1 5 members appointed by the Governor from the various California regulatory 
agencies, related federal agencies, and local governments to compile and provide all guidance 
documents and procedures to parties desiring to construct power plants, including best available 
technology, to provide assistance in processing applications, without compromising public participation 
or environmental protection, and to help applicants obtain essential inpirts such as gas and water 
supplies, and emission offsets. The bill expires on January 1, 2004, unless extended 

AB 970 also provides for expedited review of new powerplants meeting certain criteria by 
local clean air districts,^” and limits these districts in the use of their discretion to requite more stringent 
controls than ate required by federal and state minimums in light of the current shortage of generation 
capacity in Califomia. AB 970 also requires the CEC to establish an expedited process to issue its 
final certification of any application on fire basis of an initial review that shows that there is substantial 
evidence that the proposed thermal power plant will not cause a significant adverse inpact on the 
environment or electrical system and will comply with all applicable standards, ordinances, or laws. 
However, all of the information requirements for applications, including conpliance with local laws and 
regulations, must still be included in the application. Further, the CEC may not issue an expedited 
certificate if it determines, based on substantial evidence, that the project would result in a significant 
adverse impact on the environment or electric system or does not comply with an pplicable 

standard, ordinance or law. All agencies that would otherwise have jurisdiction are 
required to submit their comments with'n 1 00 days after tire application is filed 


Specifically, a proposed poweplant triay not emit more than five parts per rtrillron ofNOx 
over a 3-hour period, mirst displace electric generation that has a higher emission rate, must be 
cormected to the grid at a point that urgently needs generation in order to provide reliable electrical 
generation, and must coirtract witli the ISO for all of its ouput Second, the proposal to install a pov/er 
plant must not be inconsistent with federal clean air requirements, and the proposed power plant must 
cease operations within 3 years and be modified, replaced, or removed within 3 years with a 
combined-cj'cle plant that complies with all applicable laws and regulatioris. 
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AB 970 also requires the CEC to institutE a proceeding, consistent with the Qean Air Act and 
California environmental law, for the expedited siting of simple cycle thermal plants, including a 
determination within 25 days of whether the plication qualifies with this portion of the statute. It must 
make its determination within four months for all projects likely to be in service on or before August 
2001. The required certificate will issue if the plant is not a major stationary source or a modification to 
a stationaiy source as defined the Clean Air Act, will rwt have a significant adverse impact on the 
environment fiorn operations or construction, assures protection of the public health and safety, 
complies with a federal, stale, and local laws ordinances and standards, will cease operations within 3 
years and will be modified within 3 years to a combined-cycle plant using best available technology and 
complies with all laws and ordinances. The plant is also required to obtain pollution offiets or to pay 
the required environmental mitigation fees. 

Emissions Requirements 

In California the principal environmental issues involved in electric generation and transmission 
are related to air quahty. The California Air Review Board (CARB) is responsible for developing state 
air pollution standards fi-om aU sources. It oversees the operation of 35 air quality districts within the 
state. These districts are responsible for implementing state and federal clean air standards and plans, 
particularly the regional air quality attainment plans required by federal law. Based on these standards, 
these districts (1) advise the CARB whether a proposed generation or transmission project will comply 
with the air quality standards for the district, within which it will be located, and (2) regulate the level of 
pollutants allowed for a given site. 

The federal and California standards address six pollutants: ozone (O3), nitrogen dioxide 
(NO2), sulfur dioxide (SQi) carbon monoxide (CO), fine particulate matter (PMIO), and lead. 
California also has standards for sul&tes, hydrogen sulfide, vinyl chloride, and visibility. Local areas 
which exceed standards for any of these pollutants are designated as “non-attainmenf ’ areas, and are 
subject to increasingly stringent regulations, depending on the severity of the pollution Areas with air 
quality better than die federal standards are regulated under Prevention of Significant Deterioration 
rules, which ate intended to keep air quality fiom teaching unhealfliful levels. 

Under these rules, new soitrces of air emissions, including power plants, must have pollution 
control devices fliat meet “Best Available Control Technology” and must obtain pollution offiets before 
begintring operations. In addition, existing power plants m.ust reduce their emissions according to pre- 
set schedules by retrofitting old plants, adding new controls,, or reducing total emissions by purchasing 
credits from other sources. For older plants, emission control presents a conflict between maximum 
power production and compliairce with the air attai.imetrt quality standards in a particular air attainment 
area. Maximum operations may delay the conversion to more efficient equipment or result in fines if tire 
maximum standards for a given area are exceeded When pov/er plants produce excessive N‘3x 
emissions, this restricts the possible use of emergency generators when generating capacity is short 


4-10 



686 


M local air quality management districts and air pollution control districts must adopt emission 
reduction credit banking programs. Within rach district, applicants may obtain credits for pemianent, 
real and quantifiable emissions reductions, fcility shutdowns or emissions controls. The 

districts isaie Banking Certificatjes which imy then be traded with other parties at market prices. The 
program requires that of&ets be at a one-toK)ne ratio or greater. These may then be traded through 
transfers of Banking Certificates. 

The local cKsIricts also collect relevant information about ofifet transactions and publish this 
information annually. The CARB flien compiles fliis information from all 35 districts and issues a report 
summarizing these transactions. The CARB's 1999 Report indicates that both the number ofNOx 
transactions and highest price paid for transactions increased substantially since reporting began in 
1993. In 1999, the average price paid was $13,884 per ton, or $6.94 per lb. This level had increased 
dramatically, by the end of the summer of 2000. 
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5. Why Were Prices High This Summer? 

The West experienced unusually hi^ electridly prices during the sutnmCT of 2000, with laige 
spikes in May and June, and hi^ average prices throughout the summa. As discussed in Section 3, 
prices in western markets showed a close relationship to prices in the California PX Prices in the PX 
reached as hi^ as $750/MWh during individual horns.' Average PX prices were hi^ ail summer 
$47/MWh in May, $120 in June, SlOrifMWh in July, and $166 in August Many end-users were 
insubted liom these wholesale price spikes, by rate fieezes in most parts of Cbiifcmia, or by traStional 
utility regulation in ofter western states. However, otheis were not insulated from high prices. End- 
users in the San Diego area were not protected by a retail rate fieeze and saw their electricity bills 
increase several-fold Some industrial users in the Northwest also experienced price volatility. The 
three lOUs in CaUfomia have seen their financial position significantly weakened by these increased 
prices."* 

There are three possible fictors that can contribute to high prices. This section is divided into 
three subsections to discuss the elfect of each tktor on western prices in the summer of 2000: 

A Competitive market forces. Prices can be driven up by the normal forces of a 

competitive maiket, such as increases in costs of ftiel or environmental compliance, or 
by scarcity of sui^ly. 

B Market design problems. The rules ofmaiket institutions may contribute to pices 

higter than fliose that would prevail under competiti"ve forces or wMi more efficient 
rules, 

C. Market power exercise. Ifsellets possess market power, they have the potential to 
influence price. If conditions are conduci-ve, the maiket price can be raised significantly 
above competitive levels. 

In principal, it is impcstant to distingaiA among these three fectors, because each ftctor calls 
for somewhat different regulatory approaches. In flie absence of flawed maiket rules or the exercise of 
maiket power, competitive market forces may not call ftrr r^^ilatory action, or .may only call for fiather 


^ Price Movements in CaUfomia ElectriCit}’ Markets, California Power Excltange 
Corporation Compliance Unit (PX September report), September 29, 2000, at 10. 

^Edison International, SEC 8K Filing, September 25, 2000; "California Utilities' Losses On 
Electricity Pose Risk, Wall Street Journal Interactive Edition, September 27, 2000; Joint Motion for 
Emergency Relief and Further Prcceedings of Pacific Gas and Electric Company, et. al., San Diego 
Gas & Electric v. Sellers of Energy and Ancillary Servdces, Docket No. ELOO-95-000 et. al, pp. 5-7, 
October 16, 2000. 
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monitoring of overall market developments. Market design problems are generally best addressed by 
changing the market rules. Approaches to dealing with the exercise of market power may vary from 
compliance actions, to developnent of new rules, or to broader policy measures. 

In practice, one single type of explanaiffli seldom dominates the others, especially under 
extreme eonditions such as those observed in the West over the past summer. Market rule problems 
with new institutions during a transition period, scaxaty or near scarcity suf^ly conditions, and r^id 
increases in input prices with flieir associated uncertainty may ail be conducive to the exercise of market 
power. At the same time, these conditions make the detection of the market power exercise more 
difficult, because they can lead to many of the same results. For example, scarcity can lead to price 
spikes in competitive markets and t^id increases in input costs can lead to increases in average prices 
in competitive markets. Policymakers addressing these issues will need to consider aU three 
explanations of high prices. 

This staff investigation found ftat all three fectois played some role in the high prices seen in the 
West in the summer of 2000. The data deaiiy show that a general scarcity of power in the West and 
increased costs to produce power were factors causing these hi^ prices. It is also clear that existing 
market rules exacerbated the situation and contributed to the high prices. The data also indicate some 
attempted exercise of maikEt power, if the standard of bidding above marginal running cost is use4 and 
some actual market power effects, to the extent that prices, at least in June, were significantly above 
conqretitive levels. HowevCT, the data do not isolate specific exercises of maricet power or surest that 
the exercise of market power was more important than other explanatory factors. 


A. Market Forces: Costs and Scarcity 
1. Increased Power Production Costs 

As discussed in Section 3, suppliers' costs of generating electricity increased over the summer. 
The primary causes of frie increase were rising prices for natural gas and NOx credits. Natural gas- 
fiied combustion turbine units are usually the marginal units during peak demand periods, so increased 
natural gasmen can have a substantial impact on the market clearing price. In addition^ a combined- 
cycle gas gertoratOT typically emits from 1 to 1.5 pouneb of NOx per MWh, so increased prices for 
emission credils can also afSret flie matket clearing price. Since many of the resources in California are 
oil and/or natural gas-fired generation, and prices in California closely correlate to pices in foe rest of 
the West, increases in the cost of purchasing natural gas or NOx credits in order to ^etate power 
have a significant inpact on electricity prices in the West 

Natural gas prices roughly tripled from January 2000 to September 2000 in the West, from less 
than $2/iVlMBtu in January to more than .S5'MMBtu in September (see Figure 3-10). At the same 
time, the price of NOx credits increased from about $5 per pound to over $40 per pound (see Figure 
3-11). As a result, the marginai operating cost of generation needed to meet peak load in California 
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rose over the summer. As discussed in Section 3, ttese input price increases drove up the marginal 
operating cost of a combustion turbine from about $7ftMWh in May to more than $ 1 90/MWh in 
August As a result, market clearing prices that approached the $250/MWh price cap in August may 
have reflected the trae cost of the resource rather than the exercise of market power. 


2. Scarce Resources Throughout the West 

It is clear that resources were scarce throughout the West during the summer of 2000. 
Unusually hi^ temperatures and strong economic growth in California, the Northwest and the 
Southwest resulted in increased demand for electricity. Lower than expected hydropower output and 
increased unplarmed plant outages in California contributed to the general scarcity of power to meet 
demand Circumstances in California were exacerbated by increased exports of power from California 
to other parts of the West 

This section discusses the fectors that contributed to a shortage of power in the West Even in 
a well functioning market, prices can be driven up when costs increase or supplies become scarce. 

The following section discusses whether the exercise of market power could have allowed market 
participants to push up prices by withholding supplies from the market 

The generation shortage began long before the summer of 2000. Growth in demand over time 
was not matched by increases in generation capacity. Load outpaced generation capacity additions 
throughout the West in the 1990s. Load in the WSCC region increased by an average of around 3 
percent per year, while capacity grew less than 1 percent This trend resulted in a scarcity of supplies 
in the region, with the importing areas vulnerable to shortages. CaKfomia has relied on imports to meet 
much of its load 


Reserve Margins 

Going into the summer, the WSCCs forecast indicated ample reserve margins for the entire 
WSCC (Table 2-5). However, reserve margins for the Califomia/Mexico (California) subregion 
(Table 2-6) were sli^tly lower than those for the total WSCC. The reserve margin for the nei^boring 
.Arizona-New Mexico-Southern Nevada (Arizona) sutsegion was also ti^t, with forecasts predicting a 
reserve margin of 13.5 to 13.8 percent for most of the summer (June-August).^ While the California 
PX Compliance Urrit noted that these were insealistically rosy predictions,'' a close reading of the 


^Western Systems Coordinating Council, Summary of Estimated Loads and Resources, 
May 2000, p. 86. 


'^PX September report at 13-25. 
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WSCC forecasts shows that they contained stipulations. The WSCC concluded that projected 
regional capacity margins and reliability would be adequate only if normal temperatures prevailed and 
normal unplanned generator outages occuned The forecast stated that, if higher than normal 
unplanned generator outages were to occur, and an area experienced significantly higher than normal 
temperatutes, or the load in multiple areas peaked simultaneously, portions of the region might need to 
issue public appeals for customers to reduce their electrical consumption or that otlrer measures might 
be necessary. * 

In particular, the WSCC concluded that the southwest portion of the WSCC (New Mexico, 
Arizona, southern Nevada, California, and Baja California, Mexico) might not have adequate tesoirrces 
to accommodate a widespread severe heat wave or hi^o" than normal generating outages. The 
forecast raised the specific concern that the California subregion was dependent on contracted supplies 
that mi^t not be available under emergency conditions. Urtfortunately, most of the conditions that 
posed pjTobletns'for the region were in place during the summer of 2000. 

The hi^er-than-normal planned and unplanned outages during the summer of 2000 illustrate 
the impact of the stipitlafions on the WSCC reserve forecast The WSCC forecasted no unavailable 
capacity for the Cafifomia/Mexico subregion in July and August of 2000, with small voltrmes of 
unavailable czpacity for May and Jime of 2000. The same assumptions applied to the Arizona 
subregion. Factoring in foe actital plarmed and unplanned outages that occurred in the California 
market (see Figure 2-12), and holding the other assumptions equal, the reserve maigins in the California 
subregon dropped iiom 26.3 to 17.5 percent for Jrme, from 17.7 to 10.2 percent for July and from 
1 7.4 to 8.98 percent for Augirst Because the reserve margins were already tight in the Arizona 
subregion, a small generator outage could drive reserve margins in that region below 10 percent and 
increase the demand for imports. 

As the California PX Compliance Unit has indicated,* a significant change in spot prices can be 
ejqtected when reserve margins drop below established reliability standards. Spot prices spike when 
reserve margins M below the 1 5 to 20 percent range. The connectioi i between reserve margins and 
price spikes was also observed in the Midwest in 1998.’ 

As noted in Section 2, during May through August of 2000, the Cal-ISO declared 24 Stage 
One and 14 Stage Two alerts (see Table 2-10). The Cal-!SO declares Stage One alerts when 
operating reserve levels M below 7 percent and Stage Two alerts when operating reserve levels fell 


^Western Systems Coordinating Council, Assessment of the 2000 Summer Operating 
Period, revised May 25, 2000, p. 1. 

®PX September report at 16, 

Staff Report to the Federal Energy Regulatory Commission on the Causes of Wholesale 
Electric Pricing Abnormalities in the Midwest During June 1998, issued September 22, 1998. 
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below 5 percent During 1998 and 1999, vsiiai jHices were significantly lower than the summa of 
2000, the Cal-ISO declared only three Stage One and three Stage Two alerts for 1998 and three 
Stage One alerts for 1 999. The Cal PX has noted a strong conelation between spot prices and low 
reserve tnaigiiis this past summer.® 

Unusually High Temperatures 

Temperatures throughout the WSCC were higher than normal for the summer of 2000. 
Temperatures in the Arizona subregion were particularly high, averaging 3 to 5 degrees higher than 
normal.’' The summer of 2000 was also significantly warmer than the previous two years for California 
As shown above, in Figure 2-5, western temperatures ranked high relative to other periods over the 
last 106 years, and particularly relative to tire last two summers. For example, the Califomia/Nevada 
region was ranked 99lh out of 106 in June of 2000, compared with 59t!i and 14th in 1999 and 1998, 
respectively. • Some areas, such as the Southwest, were hot aU summer. However, in California high 
temperalures were more of a ikaor in May and June lhan they were in July and August (see Figure 2- 
4). 


Increased Demand 

Energy consun^cm and average daily loacfe during the summer of 2000 grew rapidly 
compared with the same period in 1999 {see Figure 2-7). Energy consumption in the WSCC stetes, 
excluding CMfomia (see Table 2-8), increased by 4.7 percent in May 2000 versus May 1999 while 
energy consumption in Cafifomia increased by 5.8 percent over the same period The increase in 
energy consumption for June 2000 versus June 1999 was even greater — 1.2 percent for the WSCC 
states, excluding California, and 13.7 percent for California Within the ISO, average daily peak loads 
grew by 1 1 percent in May and 13 percent in June compared with those same months of 1999. 
California residential energy consumption inaeased by 8.3 percent in May 2000 compared with May 
1999 and 23.8 percent in June 2000 compared with June 1999. Arizona, New Mexico and Nevada 
experienced even larger increases in residential energy consumption with increases of 36.3, 5.0, and 
34.8peicent, respectively for May 2000 overthe previous year and 22.3, U.O, and 27,2 percent 
respectively for June 2000 over the previous year. These are significant increases in ensgy 
consungjtion fiom the [xevious year which can be directly tied to the hi^er temperatures across the 
legoa 


^PX September report at 1 5, Figure 3, citing a study by Cambridge Energy Research 
Associates, The Summer 2000 Spot Electricity Markets Outlook: Divergent Trends n Price 
Volatility, July 2000. 

®PX September report at 19, Figure 5, adapted from information on the NOAA web site- 


5-5 



692 


Forecasts of peak loads made day-atead wrae also hi^er than in 1999 (see Figure 2-8), 
adding price pessures, even thou^ peak loa<fc ultimately were below peak loads in 1999, primarily as 
a result of emergency alerts and demand leducliML 

Reduced Imports to California 

In the past, California has relied upon large amounts of imports ftom nei^boring systems within 
the WSCC to serve load Howeva, the amount of imports into California for May through August 
2000 were less than the levels for the same period in 1999 (see Figure 2-9). Scheduled net imports to 
the Cal-ISO fell from an average of 6,294 MW in 1999 to 331 MW in 2000; real-time imports ftom 
6,321 MW in 1999 to 431 MW in 2000. The trend toward reduced imports was more evident in 
July and August than it was in May and June; while real-time May 2000 net import levels were 56 1 
MW below 1999 levels. August 2000 real-time net imports were 3,449 MW below 1999. 

The amount of imports available into California were reduced because of shcstfeUs in hydro 
siqrply durii^ the summer. Hydro gpneiation fi-om outside California was 8.6 percait below 1999 
levels in May 2000, and 23.2 percent below 1999 levels in June 2(X)0 (see Table 2-15). 

There appears to be a correlation between the amount of exports and the lowering of the Cal- 
ISO's buyers cap. When the ISO's buyers cap was lowered from $750/MWh to S500/MWh on July 
1, exports rose from 2,995 MW in June to 3,846 MW in July (see Figure 2-10), When the Cal-ISO's 
buyers cap was further reduced from $500/MWh to $25(MVrWh on August 7, the amount of exports 
rose to 4,851 MW in August, an increase of 1,005 MW from the previous month. Thus, the capacity 
situation in Califomia was listened by lower siqjpKes entering the state and a latge increa* in the 
amount of in-sfate generation that was sold out-of-state, possibly as a result of the Cal-ISO's buyers 
cap. 

Increased Outages 

Anoflier fector that contributed to the stqrply shortage was the amount of gerreiating capacity 
that was unavailable because of unplanned outages. In May 2000, outages within the Califomia ISO 
were only st^tiy hitter than May 1 999, but foe problem of outages grew worse forou^out foe 
summer (see Figure 2-12). By August 2000, 3391 IVW of capacity were unavailable because of 
unplanned outages compared with 604 in August 1999. California’s steam natural gas plants make up 
36 percent of the total capacity and are now quite old: 82 percent of these plants are more than 30 
years old‘“ As these units are dispatched more frequently due to foe shortage of available generating 
capacity, they are more susceptible to breakdown. 

Future Resource Additions 


^®RDI Powerdat database, September 2000. 
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The problem with California's oil and natural ^ generating plants will not be aileviated quickly 
Ihrougfa the addition of new genaating resources within die state. Acccsdit^ to flie California Energy 
Commission (CEQ, five projects totaling 3,643 MW are expected to be online in 2001-02.‘ ' An 
additional 14 projects totaling 8,015 MW are undateview by the CEC; however, these projects do 
not have an anticipated in-service date. Capacity atMitions throughout the WSCC also lag in the near 
teim. Oftly 1,521 MW of capacity is planned to be on-line during 2000. The capacity situation within 
WSCC should improve shortly thereafier when around 23,000 MW of edacity should come on-line 
between 2001-2003 (see Table 2-3). 

Since California started its electric restructuring program, the amount of new generating 
capacity in California has lagged while load has increased Only 672 MW of net capacity has been 
added in California between 1996 through 1999. In the meantime peak load has increased by 5,522 
MW over the same period'^ Load growth rapidly outpaced generation additions, reducing important 
reserve levels wifliin Califitmia. 

A maja- lactor in the lack of new generation vidlhin Califomia is the complexity of siting 
generation within the state. As noted by tire EOB/CPUC in their report to the governor, “state siting 
procedures in California ate complex and create investor risk because of California's commitment to 
environmental protection and public participation in the permitting process.”'’ He Califisnia 
Environmental QuaEty Act (CEQA) and the fetfcial Qean Air Act ate two of the pincipal laws that 
determine where power plants are constructed in California. The CEQA requites evaluation and 
mitigation of potential power plants before the state allows conslniction and failure to conduct 
environmental review can result in CEQA litigation by citizens or local government agencies that can 
delay, change or eliminate a generating project In addition. Local Air Districts enforce state, federal 
and local air quality laws for power plants. The changing California regulatoiy environment throu^ut 
much of the 1990s also created regulatory uncertainty for investors who chose to wait until clear rules 
were established before flying to build new power plants. 

The Califomia legislature's attempt to expedite fliis fffocess through enactment of AB 970 does 
litfle to relieve tiiese difBculties. That legislation gives priority to projects that would have flie greatest 
efikiweies aadihe least impacts, Thus, while AB 970 coittalizes in tlie CEC deteiminations Shat 
would namally be made by numerous state and local parries, it does not appear to materially change 
the sustentive proviskms governing siting decisions in Califomia 


B. Market Rules 


^*wwv('.energy.ca.gov/sitingcases('projects_since_1979.}'.ttrj 

^^EOB/CPUC report to t'ne Governor on California's Electricity Options and Challenges at 36. 
l^Id. at 38. 
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The market conditions discussed in the pevious section contributed to high prices, but their 
effects were magnified by the existing market design and some flawed regulatory policies. This section 
discusses the rules and regulatory policies that appeared to have a significant contributing role in the 
high prices, as well as some that did not appear to be a factor but that have been corrrmonly assumed to 
be factors. 

Among the factors that appear to have contributed to the recent high electricity prices in 
western maikets, and California in particular, ate rules and policies of the PX and the Cal-ISO, and 
statutory requirements and regulations administered by state and local regulatory bodies. For example, 
until very recently, SDG&E, SoCal Edison and PG&E were requited by CPUC regulations to 
purchase and sell all of their electricity throu^ the PX While the three lOUs now have some 
additional authority to purchase outside the PX, their purchases are subject to an afler-the-fact 
prudence review. These state policies greatly limited the options available to tbe three lOUs and have 
created an impediment to their use of forward contracts. Also, stale retail rate policies currently 
prevent corrsumers from seeing and responding to market prices, and they provide weak incentives for 
the lOUs to minimize the wholesale cost of electricity once their stranded costs are paid off. In 
addition, certain ISO and PX rules ^pear to have contributed to underscheduling of load and 
generation in forward markets, causing operational problems for the ISO and forcing it to procure 
energy out-of-market at high prices. These are discussed below. 


1. Lack of Forward Contracting 

The three lOUs in California were required to purchase their power throu^ the PX with little 
or no ability to purchase through forward contracts. Requiring the three lOUs to purchase and seU 
through the PX exposed ttiem to the volatility of the spot maiket without the ability to mitigate flie 
summCT price volatility. 

Forward financial contracts for energy potentially can provide lOUs and other load serving 
entities with a hi^y effective her^e against hi^ costs in aiergy spot markets, while providing both 
buyers and sellers with a greater level of price certainty. Moreover, for generators that ate otherwise 
able to exercise maiket power in energy spot maikets, such contracts can help to mitigate the maiket 
power of the generators that hold them. Thus, forward financial contracts offer the potential to reduce 
both the cost impact of price spikes on consumers’ bills, and the incidence and magnitude of the price 
spikes that occur.' * 


^■*The Maiket Surveillance Committee and the ISO's Division of Market Analysis have 
reached similar conclusions. See, e.g.. An Analysis of the June 2000 Price Spikes in the California 
ISO's Energy and Ancillary Services Markets, by Frank A. Wolak, et al, September 6, 2000, pp. 
6-1 1, and Report on California Energy Market Issues and Performance: May-June 2000, 
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Properly structured forward contracts can benefit consumers by providing load serving entities 
widi the ability to lock in a fixed price for a fixed quantity of energy well in advance of the actual 
consumption of that energy. This means that a load serving entity need only &ce spot prices to the 
extent that its actual energy purchases differ from its forward market purchases. Indeed, if a load 
serving entity's actual purchases match its forward market purchases, it can achieve both a perfect 
hedge against high spot prices and the benefit of complete price certainty in the face of spot price 
volatility. Of course, holding forward contracts does not guarantee that consirmets will incur lower total 
energy costs. These costs ultimately will depend on the relative level of prices in the forward and spot 
energy markets. 

Forward financial contracts also help to mitigate generation market power in energy spot 
markets. For example, consider a generator with market power that holds a contract for differences 
with a load serving entity. Such a contract requires the generator to compensate fire buyer for the 
difference between the energy spot price and the contracts strike price when the strike price is lower 
than the spot price, and requites the buyer to compensate the generator when the strike price is higher. 
Holding this type of contract reduces the incentive of the generator to raise spot prices because any 
increase in spot prices will cause its payments to the buyer to increase (or its receipts from the buyer to 
decrease). Thus, to the extent that the majority of its supply portfolio is committed under contracts for 
differences, the generator's incentive to exercise market power in the spot market will be reduced or 
even eliminated Similar results can be shown to hold for generators that hold other forms of financial 
contracts as well as forward physical contracts. It must be emphasized however, that forward 
contracts serve only to mitigate market power in spot markets; the market power that a generator may 
have in forward markets will be unaffected by the forward contracts that it holds. Nevertheless, market 
power tends to be found less in forward markets than it is in spot markets, because forward markets 
provide energy purchasers with mote lead time and thaefore more options. Indeed, with sufficient lead 
time, the options available to purchasers in the forward market can include the construction of new 
generating units. 

Until recently, CPUC regulations placed strict limits on the options available to lOUs to enter 
into forward corrtracts. Specifically, prior to August, tire CPUC limited the forward contracts available 
to PG&E, SoCal Edison and SDG&E to block forward contracts purchased through the PX that 
provided for delivery of energy iqr to 1 2 months hence. Also, foe regulations strictly limrted foe quanhtj' 
of energy that each lOU could obtain through fraward contracting However, since August, actions by 
foe CPUC and foe state legislature have provided foe lOUs with an expanded array of PX energy 
products and with foe authority to enter into long-tom bilateral contracts with entities outside the PX. 
Restrictions on forward contract trading levels remain in place as well as afier-foe-fact prudence 
reviews which dampen a purchaser's incentive to buy forward 


California ISO Department of Market Analysis, August 10, 2000, p. 6. 
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During and prior to the summer of 2000, the lOUs did not My utilize even the limited authority 
they had to enter into forward contracts. There are pahaps several reasons for this. First, the 
standard products available through the PX block forward market may not have met the specific needs 
of the lOUs. For example, these products ate rfefined only for a limited set of fixed hourly periods 
(peak, super-peak and shoulder-peak) within a givar calendar month. Second, because the standard 
contracts did not provide a full range of hedging features, they may not have offered the level of 
insurance against price spikes that the lOUs sought Third, the prices for the block forward contracts 
may have appeared high relative to the lOUs' forecasts of spot prices for the summer of 2000. Indeed, 
by the time the lOUs received authority to increase their forward market trading levels, forward market 
prices had already increased, probably in response to the early spot market price spikes. Finally, the 
lOUs may have feared that the CPUC would declare their forward market purchases to be impmdent 
if spot prices turned out to he lower. In additicm, because SDG&E was allowed to easily pass through 
to retail customers its energy and anciUaty services costs, it may not have had a strong incentive to 
aggressively piasue cost reductions through forward contracting. 

The restrictions on the ability of the lOUs to enter into forward contracts have denied the lOUs 
the opportunity to adequately insure themselves against high energy spot prices. Also, because forward 
contracts can help to mitigate generation market power in energy spot markets, price spikes during the 
summer of 2000 have probably been larger and mote fiequent than they otherwise would have been if 
the level of forward contracting had been higher. 


2. Demand Responsiveness 

In well functioning competitive markets, both suppliers and consumers are able to see arid 
respond to maricet prices. Indeed, this is what allows competitive markets to achieve the efficient 
outcomes for which they ate well noted However, in electricity markets, such as fliose of Caltfomia, 
consumers ofien must make their consumpti,on decisions withorrt knowledge of the tme market price of 
electricity. In addition, some utility purchasers of electricity, such as SDG&F-, may not always have 
strong incentives to tirinimizB (he wholesale cost of the electricity that they purchase for their retail 
customers. This lack ofdemand responsiveness can, at times, lead to excessively liigp prices.'^ It can 
also have important implications for the Commission's regulation of wholesale power markets. 

To be effective, prices must accurately reflect the cost of sirpplying electricity at a given time 
and place, and they must be communicated to consumers in a timely manner. In California, for 
example, retail customers generally are not provided with accurate and timely price signals. This is due 


^®See also, Jn Analysis of the June 2000 Price Spikes in the California ISO's Energy and 
Ancillary Services Markets, by Frank A. Wolak, etal., September 6, 2000, pp, 10-13, and Report 
on California Energy Market Issues and Performance: May-June 2000, Califomia ISO 
Department of Market Analysis, August 10, 2000, p. 6. 
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in part to tiie retail rate freeze that was applied to (he lOUs as part of the statewide restructuring. The 
retail rates of PG&E, SoCal Edison and SDG&E were fiozen at the time of restructuring to ensure that 
retail customers would not pay rates that exceeded the rates paid before deregulatioa The rate freeze 
was designed to operate in conjunction with tire recovery of the utilities' stranded costs. Specifically, 
AB 1890 provided for recovery of stranded costs toough a Competition Transition Charge (CTQ. 
The CTC surcharge cannot, in conjunction with PX market prices, exceed the rate freeze levels. This 
means that, to the extent that PX prices are high, CTC recovery is slower. Consequently, if customers 
reduce their demands, their rates do not fell; the utilities simply recover their stranded costs at a fester 
rate. Both the CTC and the rate freeze are limited in duration to the earher of March 31, 2002, or until 
stranded costs are fuHy recovered for each lOU. 

SDG&E completed its recovery of stranded costs in 1999 and the CPUC lifted its rate freeze 
in July 1999. Wifli the end of the rate freeze, SDG&E was allowed to pass on its wholesale costs of 
power directfy to its customers. Consequently, SDG&E customers felt the full impact of the wholesale 
price increases that were experienced in the summer of 2000, when their electricity bills more than 
doubled However, because ftiese customers did not see the rate impacts until they received their bills, 
they had no practical way to respond in the short term to the high prices. Also, without time-of-use 
metering, they were unable to reduce their bills by moving consumption to off-peak penods. 
Eurthermore, SDG&E itself may have had little incentive to minimize its purchased power costs given 
that it could simply pass through the costs to ratepayers, subject only to the possibUity of a pradence 
review by the CPUC. 

By contrast, PG&E and SoCal Edison have not completed their stranded cost recovery and 
therefore remain subject to the retail rate freeze. Consequently, these utilities' customers were fully 
insulated fiom the price increases of the summer of 2000, and clearly had no incentive to modify their 
consumption patterns in response to the increased costs. However, because PG&E and SoCal Edison 
were unable to pass through the increased wholesale costs to their customers, they likely had a much 
stronger incentive than SDG&E to minimize these costs, because any cost savings realized can be 
applied as an offiet to their CTC costs. However, neither of these companies had much ability to 
minimize their costs because ftiey were largely required to buy in the spot market 

It should be noted that available evidence suggests fliat customers that had direct access to 
wholesale markets ftiis summer did indeed change their consumption patterns in response to the price 
increases. Based on discuasions during this investigatitMi, there is evidence to sug^st that some load 
reduced purchases during peak periods and increased purchases off peak. 

The fimdamentel problem created by unresponsive demand is that during periods of tght 
siqrply, prices can rise fer above competitive levels. The reason is as follows. In a competitive market 
if demand is low relative to fee availtfele generating capacity (such as during off-peak penods), fee 
market clearing price will approximate the marginal running cost of the most costly generator operatmg. 
This is true even when demand is unresponsive to price, as long as ftie market includes many owners of 
generation competing to serve the limited demand, and none of feese generators has locational market 
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power. However, these same generation owners will discover that they have considerable market 
power when demand is both unresponsive to price and at such a hi^ level as to requite the ISO to 
place virtually all available generating capacity in operation or on reserve in order to meet demand 
reliably. 


This is not to say that competitive prices shorrld never rise above the marginal tunning cost of 
genaalioti When supply is scarce relative to demand, competitive prices will rise to a level that reflects 
the value that the margitral consumer places on additicml corrsumptioa This additional increment 
above marginal running cost is referred to as the “scarcity rent” However, market prices in electricity 
markets like those in California cannot be expected to settle at this level if retail consumers do not have 
the ability to see these prices and to make known to the market thrcirgh their purchasing decisions, the 
value that they place on marginal consumption, hrdeed, in the absence of demand responsiveness, 
prices in California and in markets elsewhere fiequently rise well above tois competitive level at times 
when demand is high and capacity' is scarce. 

The only alternative feeing a system operator in toe absence of demand resporrse may be to 
ration demand throrrgh administrative load reductions. This is exactly what happened in California last 
summer, wtoen a total of 38 emergency alerts were called These adnrirristratrve procedures succeeded 
in reducing demand without curtailment of firm load, which suggests that load does indeed have toe 
ability to reduce its consumption. But it does appear difficult to convert these reductions from an 
administrative basis to a market one. Under the reliability rules, intemgsrible load carmot be required to 
reduce its consumption except under emergency conditions. Thus, as long as firm load is tnaintaine4 
load may have only limited incentives for price-based reduction of consirmption, It appears difficult to 
develop a large amount of demand response, but toe reasons appear to be institutional more than 
physical. 


3. Underscheduling 

At present, the PX has a $2,500/MWh price cap' " and toe Cal-ISO has caps of $250/.vrWh 
for energy and atrcillaty services and $ 100/MWh for replacement reserves. The PXs higher energy 
price cap has not limited energy prices in toe PX. Itrslead, as noted in toe San Diego order, the ISO's 
cap has effectively limited the price of generation sales in toe PX day-aheud and hour-ahead enagy 
nraikets. ' ’ Buyers never offer to pav more in toe PX market than the ISO's maximum purchase price, 
since they may still buy at the ISOs cap in toe real-time market if their bids are not accepted in toe PX 


^®The PX price “cap” is actually a practical limit imposed by the market sottware 
requirements, not a regulatory restriction on bidding or pricing. 

San Diego Gas & Electric Company, er. ai.,92 FERC1I61,172 (2000). 
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Specifically, the net cost to load to buy in the ISOs real time energy market cannot currently exceed 
$350/MWh (i.e., $250 for energy and $100 for replacement reserves). Thus, loads will not offer to 
pay more than $350/MWh for energy in the PXs fijrward market, and the PX energy price will not 
exceed that level. These restrictions on price helped create incentives for both buyers and sellers to 
underschedule load and supply in the day-ahead market 

The amount of underscheduhng has tended to increase substantially during high demand 
periods. A major reason appears to be that the amount of siqrply offered into the PX markets during 
high demand periods is often substantially less than forecasted demand Data presented in Sectron 2 
indicate that the day-ahead schedules in the PX consistently fell below forecast loads whenever loads 
were above 35,000 MW, and that the load level where this occurred decreased in July and August 
Information in Section 3 shows that fee proportion of supply below $100 in fee PX was reduced 
fem iigh fee summer as fee price c^ was reduced The total amount of supply offered in fee PX does 
not appear to change much over fee summer. The California PX states feat little additional supply has 
been offered into fee PX Day-Ahead market at any price above $100/MWh, especially when fee 
ISO's load forecast exceeds 35,000 MWh. For example, on July 3 1, 2000, in hour 16, total siqiply 
offered into fee PX day-ahead maricet at any price was less fean 35,000 MWh, while fee ISO's load 
forecast was over 45,000 MWh 

As a result, load and generation underschedule in fee PXs forward markets and then appear in 
fee ISO's real-time market Extensive underscheduling creates operational and reliability problems for 
fee Cal-ISO, and has required it to procure energy out-of-maiket at high prices. 

In an attempt to address fee operational problems and reduce fee incentives for 
underscheduling, fee ISO modified its practices for procuring replacement reserves in May 1999. 
Specifically, fee ISO now procures a day in advance enough replacement reserves to match its estimate 
of underscheduled load — feat is, fee difference between its own forecast of real time load and fee 
amount of energy scheduled in fee forward markets. The ISO says that procuring additronal 
replacement reserves increases fee likelihood feat sufficient generation will be available to reliably meet 
fee load that shows up in real time. As an incentive to discourage underscheduling, fee ISO charges fee 
costs of fee replacement reserves to unscheduled load feat shows up in real time and to scheduled 
generation feat foils to produce in real time.” 

However, fee modified replacement reserves policy has not reduced fee amount of 
underscheduling. Indeed, underscheduling has increased, cspecialy during high demand pencds. For 


^ ^ PX September report at 44. 

^^See, AES Redondo Beach, L.L.C., etal., 87 FERC T[ 61,208, (May 26, 1999) 
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example, in June as much as 21 percent of real time load was not scheduled in advance.^” A major 
reason for this phenomenon is that the policy creates conflicting incentives. On the one hand, the policy 
does discourage buyers from underscheduling, by charging the costs of replacement reserves to 
unscheduled load However, the policy also encourages generators not to ofier energy in the forward 
market (especially during periods of high demand), but instead to sell ttieir capacity as replacement 
reserves. That is because by doing so, the generator can receive a payment for replacement reserves in 
addition to a payment for selling energy in real tirre. (During penods of high demand, generators 
selected to provide replacement reserves are likely to be called on in real time to produce energy . The 
pohcy encourages generators to bid less into the PX as load increases, by increasing the probability that 
aU replacement reserves will be used for energy and hence the expected opporturrity cost of not 
deferring supply until the horrr-ahead or real time markets.) 

As noted by the MSC, becatrse the ISO reqirires aU forward schedules to be balanced load 
and generation ate equally rmderscheduled Underscheduling arises largely because loads and 
generators disagree about the appropriate forward price of energy, hr effect, underscheditiing occurs 
becarrse loads are trying to protect themselves from higher prices in the forward market, while 
generators are trying to protect themselves from lower prices in the forward market 

Qearly, substantial underscheduling creates operational and rehabrlity problems for the ISO as 
the grid operator. The effect of underscheduling on energy prices, however, is less clear. On the one 
hand the ISO has incurred costs to procure replacement reserves and to make out-of-market 
purchases at high prices in response to underschedirling. On the other hand, attempts by load to reduce 
underscheduling by procuring more energy in the forward markets would likely put upward pressrrre on 
forward market prices. In sum, underecheduling had no clear impact on this summer’s prices. 


4. Exports/Imports 

Exports increased through the summer along with reductions in the price c^, but there are 
many possible reasons why this might have occurred, including prior conrmilments by generators, 
increased opportunities in the Southwest where weather remained extremely hot, reductions in the 
overall WSCC level of hydro generation, and off peak pumping requirements for hydro. These exports 
have the effect of reducing tlie supply of in-state generation and limiting the amormt of such generation 
bid into the PX In the summer of 2000, these increases in exports were not compensated by increases 
in imports, and the net imports into California were reduced 

Several concerns have been raised about tire reduction in net imports. The first concern is one 
of reliability, because the reduction in scheduled imports contributed significantly to file problem, of 


Report on California Energy Market Issues and Performance: May-June 2000, 
California ISO Department of Market Analysis, August 10, 2000, p. 26. 
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underscheduling. The ISO needed to purchase additional imports for real time, either through 
replacement reserves or out-of-maiket purchases at the last minute, contributing to the high incidence of 
emergency alerts and concerns of maintaining tire reliability of the system. 

The second concern is that generators exporting power were gaming ttie system in order to 
increase prices. By selling to entities outside California, who may be the same entities who supply 
imported power in real time, the increased exports decrease supply in day ahead and hourly energy 
markets and increase prices. Supply hen becomes available in rqrlacement reserve markets at the 
ISO, or as out-of-maiket purchases in emergencies. Out of market purchases were not large (less than 
1 percent of energy costs), but replacement reserve purchases were very high on certain days in the 
summer (see Section 3). In one sense, this is not gaming, since there are no administrative rules on the 
amount of capacity that must be provided to meet load as there are in the eastern ISOs. Loads are 
required to bid into the PX, but there is no capacity penalty imposed if corresponding supply does not 
bid into the PX The concern seems to be that megawatts are exported to the very same entities who 
then sell the megawatts back in real time at high prices. Several generators reported contracting a 
significant proportion of their siqjply forward outside of Cahfomia, and the buyers of that power may 
have exported it back to California at some later date. One marketer, who is reported to have 
contracted for power finm Cahfomia generators at attractive prices before the summer, exported 
power back as rgjlacement reserves at high prices during emergency conditions in Cahfomia 

These exporting practices are permitted under the rules and are not necessarily a maiket power 
problem It may simply be die normal working of a market where sellers are maximizing profits in a 
competitive market, where sellers or buyers see an opportunity at one time, take an option, and 
exercise it at a later date. It becomes a problem if it is associated with a pattern of wifliholding 
resources fiom the maiket in order to drive up prices. For example, if a large seller outside California 
were able to influence die price of power in the West by acquiring power fiom California, withholding 
power fiom the maiket at a critical time, and selling die power back to California As such, it is part of 
the overall issue of market power and scarcity in the West, discussed in the next sectioa 


5. Auction Rules 

Currently, the Cal-ISO and the PX use a single-price rule for establishing real time energy 
prices. That is, the mafket-cleaiig price (which is based on the highest accepted bid) is paid to aU 
accepted sehers, including those who bid less than the price. To prevent future price spikes, some have 
proposed an alternative pricing rule — paying each accepted seller its bid, rather than the market- 
clearing price. Buyers would then pay a price reflecting the average of the accepted sellers' bids. 
Proponents of the pay-as-bid rule argue that consumers would pay less in total during high demand 
periods, on die grounds that consumers would pay less than the hipest accepted bid to suppliers who 
bid less. However, generators are not likely to bid under a pay-as-bid rule in the same way as under 
the single-price rule. Sellers bidding below die market-clearing price will receive that price under the 
single-price rule, but they will receive only their bid under the pay-as-bid rule. So generators will 


5-15 



702 


generally submit higher bids under a pay-as-bid rule. In sum, it is not dear whether a pay-as-bid rule 
would have die effect of lowering consumers' bills. 


C. Market Power 

The previous sections have discussed the fectois that contributed to an electndty shortage this 
summer and the effects of problems with market rules. This section discusses the issue of market 
power in the context of scarcity and considers wheflrer the apparent shortage arose because of 
withholding and hence whether the hi^ prices in the West were the result of the exercise of market 
power. Market power is the abflity of a seller to influence maricet outcomes, especially the market 
price for a sustained period Sellers exercising market power use this abflity to raise flie market price 
above competitive levels, either by physically withholding some of their capacrty from the market, or by 
offering their capadty at prices above competitive levels. During penods of supply scarcity, the market 
price naturally rises and even firms with relatively small market shares may possess significant market 
power. However, as the supply becomes more scarce, it becomes more difficult to isolate the effects 
of scarcity and market power on the market price. 

Market power, like scardty, is a matter of degree. It is important to recognize that, in prachce, 
the issue of market power is not a simple, all-or-none question, but turns on the magnitude of the 
market power impact on price and its consequences. In times of scarcity, this impact is potentially very 
large, but it may be very difficiflt to separate from scardty effects that can also be large and die duration 
of the impact of market powa may be relatively short-lived 

Significant market power abuses that violate market rules need to be dealt with directly, but 
market power in a newly developing market may be magnified by flaws in market rules. The best 
^rproach in these cases may be to change the rules in order to mitigate the impact of market power 
exercise. Mitigation in the form of rule changes may be ^rpropriate even in the absence of findings of 
market power exercise by specific sellers or buyers, if fliere are clear incentives for its exercise, and 
there ate potentially large impacts fliat cannot be adequately separated fi'om the effects of scardty. 

As discussed below, there is eddence suggesting that sellers had fire potential to exercise 
market power dirring this past sitmmer. However, the evidence available and analyzed during this 
investigation, to evaluate whether there were actual exercises of market power, is inconclusive. A 
considanble amount of data on indiddual bidding patterns and individual plant perfirtmance was 
obtained and reviewed in the course of this investigation, bat was not suffident to make determinahons 
regarding exercises of market pow'er by individual sellers. Further study of high-priced bidding by 
individual firms or periods when individual generators were not running would be needed to substantiate 
any charges of market power abuse. 


1 . Measuring the Effects of Market Power on Price 
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During periods of high demand and c^racity, prices would ordmanly rise as a result of 
basic competitive market forces and teal scarcity. However, conditions of tight capacity can often 
create market power, especially when demand is insensitive to price. When demand is inelastic and 
approaches capacity, a seller with a relatively small amount of capacity can often begin to influence the 
market price. It can sell most (if not all) of its oulput even if it asks for a price higher than what other 
sellers are asking. The seller may lose some sales by addng a higher price, but these lost sales revenues 
are more than made up by the higher prices on the output it produces. Thus, while the combinahon of 
high demand and tight capacity would ordinarily cause prices to rise due to competitive market forces, 
they may also create market power that causes prices to rise even hi^er. From a public policy 
perspective, the desirable outcome is a competitive price increase, not the higher price increase caused 
by the exercise of market power. 

When market power is exercised, the market clearing price exceeds the price that would have 
been set under competitive conditions. It is important to note that a generator's trae marginal cost is the 
generator's opportunity cost of selling into a particular market That is, the next highest value of the 
resource. Ifthe running cost of a unit is $40 per MWh, but that rmrt is physically able to sell into a 
market in which the price would be $80 per MWh if that generator participated in drat market, then the 
opportunity cost of selling into another market is $80 per MWh. As long as the generator bids its tme 
opportunity cost into a market, it will never receive less ton the tme value of its ou^irL 

In order to estimate the degree to which market power is being exercised, to supply curve for 
a particular hour would have to be reconstructed replacing to bids received with to marginal cost of 
each bidding generator. The effect of market power on to price would be to difference between to 
actual market clearing price and what to market clearing price would have been if all the generators 
had bid dieir true marginal cost The Market Surveillance Commrttee (MSC) of to California ISO has 
performed such an analysis. The MSC estimated a significant degree of market power being exercised 
in California markets for to period October 1, 1999, to June 30, 2000. They estimated tot prices for 
non-must-take energy over to entire period were 36.3 percent liigher than toy would have been 
under corr^titive conditions. For to last month of to sample, June 2000, fliey estimated tot prices 
were 64.6 percent hi^er than they would have been under competrtive conditions. The hipest 
previous montiily market power index was in June 1998, when prices were estimated to be 39.9 
percent higher than they would have beeri under competitive conditions.^' These findings certainly 
suggest that market power was exercised in June by the standard of short run marginal costs. Average 
prices in August were higher tiian Jane. Howevo", as discussed in Section 3, costs were also much 
higher, so it is unclear whetirer, or to what extent, maricet power appears to be a continuing concern. 
The MSC has not yet completed an analysis for July and August 


The monthly market power index is the percentage increase in monthly wholesale energy 
revenues relative to monthly revenues under the perfectly competitive benchmark MSC Report on 
June 2000 Price Spikes, September 6, 2000, p. 17, 
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2. Demand Conditions 

The degree to which the market price will exceed the marginal cost of production depends not 
only on the supply-side factors discussed above, but also on the demand responsiveness. For any 
given concentration level, the less resporrsive (elastic) the demand the more the market price can be 
raised above marginal cost^^ Thus the less elastic the demand, the greater the cost to corrsumers of an 
exercise of market power, hr Califortria, as in other stales, demand changes from horrr to horrr, brrt not 
typically in response to horrrly prices. Nevertheless, it is clear that demand can respond to conditions, 
as the difference between peak forecasts and actual loads (see Section 3) suggests. Dtrring emergency 
periods, intenrrptible cirstomers have their demand redtrced and volrmtary reductions do occitr in 
measurable amounts, in response to ISO intemrptiorrs of loads and public appeals for corrservatioa 
The dilEcitlty is that the derrrand response is driven by administrative directive, not by market prices. 


3. Market Power and Scarcity 

hr both the PX and ISO, all generators supplying energy receive the rrrarket-cleaiing price, 
which is the highest accepted bid to srrpply energy. During periods of scarce supply, the market- 
clearing price will greatly exceed the marginal nmning costs of most of tire generators supplying 
energy.^^ Those generators with low rurrrring costs will receive a significant profit from the ou^rrrt of 
their units. The high price then serves as a signal to potential entrants that there are profits to be made. 
High prices during periods of supply scarcity are a normal featirre of a properly-functioning market^"' 

It is difficult to separate scarcity from market power. As slated above, during periods when 
electricity becomes more scarce, the price naturally increases. However, during those sanre periods the 
ability and incentive to exercise market power increases. The ability to exercise market power (raise 
price) increases because the market is clearing in the steep (inelastic) portion of fire supply curve, thus a 
slight reduction in output will significantly increase fire market-clearing price. The irrcentive to exercise 
market power increases because the payoff becomes much higher. Any generator whose bid is 
accepted will receive the hi^er market-clearing price for all the energy it provides for fliat hour. 


^ For example, a measure of market povrer in a monopoly, the price-cost margin or Lemer 
Index ((Price - Margiiral Cost)./Price) is equal to -I/elasticity of demand. 

^^In fact, during a period of trae scarcity, when demand exceeds supply even the unit setdng 
the market-clearing price will receive a profit, or scarcity rent, since the price will rraturally mcrease in 
order to equate supply and detriand. 

^ ^Especially in a market witli little demand elasticity. 
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For an example of true scarcity, the California ISO DMA reports that during June 2000, there 
were 27 hours when the available supply within the ISO was less than the system demand^^ For those 
hours, the average cost of procuring real-time aiergy was $709/MWh.“ During a penod of true 
scarcity, any firm that can sell energy into the ISO real-time market has market power. 

hr addition, during June 2000 there were 106 hours when the available supply was between 
100 percent and 110 percent of the system demand For those hours the average cost of procuring 
real-time energy was $324 per MWh. Even considering fire increase in marginal cost of operating 
gas-fired generators in Southern California, a price of $324 per MWh exceeds estimates of the 
marginal cost of the last unit supplying energy. In June, the highest marginal operating cost was about 
$160/MWh.^* As noted in Section 3 of this report, it was not until August and September that the 
combination of high natural gas and NOx credit prices pushed the running cost of gas turbine units near 
that level. 


4. Methods of Exercising Market Power 

A generator could exercise market power through either economic or physical withholding. In 
the case of economic withholding, a generator would submit bids in excess of its opportunity cost in 
order to raise the market clearing price. In the case of physical withholding, the generator would not 
supply all of its available energy in order to increase the maiket-cleaiing price. In that case, by 
withholding lower cost output, higher cost units whose bids would not otherwise have been accepted 
would set fire market clearing price. All suppliers whose bids were accepted would then receive the 
inflated market-clearing price. As long as the gain from the higher price exceeded fire lost profits from 
the foregone output, withholding output would be a profitable strategy. 

However, as noted earlier, determining physical withholding fiom real unit outages that occur 
during periods of hi^ demand is difficult This determination is made particularly difficult in the western 
environment by the presence of hydropower, must take contracts, and severe environmental 
compliance limitations. In each of these categories, it is difficult to determine the relevant capacity. 


^®Depaitment of Maiket Analysis, California ISO. Report on California Energy Market 
Issues and Performance: May - June, 2000, p. 5 i . 

^^The total cost includes both capacity and energy payments, since many of tiie units that 
provide energy also provide reserve capacity. 

Department of Maiket .Analysis, California ISO. Report on California Energy Market 
Issues and Performance: May - June, 2000, p. 5 1 . 

Eric Hildebrandt Market Analysis Report, California ISO Department of Market Analysis, 
September 2000. 
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since the amount of energy the facihty can produce is limited fay various factors, not by the physical 
capacity of the unit From conversations with the ISO staff, we have learned that hydro fedhties and 
must take contracts are treated on an “as bid” basis, so that the amount of energy bid is taken as the 
indicator of the power available from the unit in any given hour. These fkniities will often appear 
underutilized and much of the capacity wiE appear available when measured against the total physical 
capabilily of the unit 

Because of the difficulty in assessing a firm's Urre opportunity cost of selling into a market, 
economic withholding is even more difficult to assess than physical withholding Generators are 
maximizing the profits fiom a portfolio of generation units. There are many markets into which they can 
sell. They face environmental, reliability, technical and regulatory constraints. For example, generation 
units have different start-up costs and ramp rates. Since the bids fire rmits submit to the PX and ISO 
(throrrgh their schedrtling coordinator) are composed of capacity and energy but not other costs such as 
startup, they cannot bid their full set of cost components, so they may “average” some of the costs 
associated with ramping their rmits up or down into their bids. It is not clear what constitutes a 
reasonable averaging and what does not 

A generator that is producing less than its capability during a period when the price is greater 
than its opportunity cost would appear to be engagmg in physical withholding. It is not always clear, 
however, what separates withholding output in order to raise price from wifiiholding output due to 
environmental, reliability, technical or tegrrlatoty constraints. For example, for a unit that is slow to 
ran^ down, the optimal nmning plan may be to begin to tedrree outprrt (wtihhold) earlier in the day than 
for a unit firat can be quickly ramped down. For another example, a urrit may only be able to run for a 
fixed number of horrs during the summer due to environmental consfrainls. What appears to be 
withholding (not nmning the unit when the market price exceeds the marginal tunning cost) may be 
simply the result of the generator trying to maximize fire value of the unifs outyut for those hoirrs it can 
rua 


5. Evidence from Summer of 2000 

One method of withholding oirtput woirld be to call an urqrlanned plant outage. An inoeaso in 
unplanned outages shortly before or during price spikes woitld be an indicator of physical withholding. 
As noted in Section 2.3, the amount of capacity tmavailable due to unplanned o'Jtages was 2,787 MW 
greater in August 2000 than it had been in August 1999. Given tire significant cost increase of the 
marginal units and their associated bid price increase, the absence of 2,787 MW significantly increased 
the market-clearing price. Higher prices are to be expected during a period with significant capacity 
unavailable due to outages; they ate the result of an inward shift of fire sipply curve at the time of the 
outage. As shown in Table 2-14, however, the strongest correlation was between outages (unplanned 
and plarmed) and the next days price rather than the pice in the day of the outages. The outages 
would then be lower on the day of the hi^ prices, than they were on the previous day. High prices in 
the periods after a significant amount of capacity becomes unavailable worrld indicate a market reaction 
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beyond the direct etfect on the supply. While the reaction could be a competitive attempt to reduce 
outages in anticipation of tight conditions, it is also consistent with an attempt to exercise maiket power 
by driving up prices for the next day and ftien making the unit available in time to receive those high 
prices.® 

If attention is focused on the thermal units that have the greatest ability to respond to price, data 
finm the control areas in the WSCC seem to show that only 5 to 7 percent of the non-hydro generation 
resources went unused at peak times. This suggests that the magnitude of any physical withholding of 
available capacity was not large for these units. 

Firms could also exercise market power through the bids they submit to the ISO and PX. As 
described in Section 3, the bid curves offered in the PX change their shape throu^ the summer as the 
price cap lowers. The proportion of bids under $100 decreased during the summer, so that firms were 
changing their bidding behavior and increased the price at which they would offer any given amount of 
supply. However, the change in behavior was exhibited by all categories of participants, so it is as likely 
to be a response to increased costs as it is to be intentional behavior by any individual firms or groups 
of firms to raise the lowest price offered to compensate for reduction in the price cap. 

As noted by the above, fire price responsiveness (elasticity) of siqiply significantly influences the 
effectiveness of either type of withholding If the market supply is highly responsive to changes in price, 
then any attempt at economic or physical withholding will not be effective, since here will be significant 
supply at the margin to respond without causing a significant increase in price. An indicator of an 
effective economic or physical withholding strategy would be if those units that consistently set the 
market-clearing price were able to decrease the supply elasticity through their bidding behavior. The 
PX Compliance Unit estimated that the average simply elasticity of the units clearing the mariset for 
those hours in May through July 2000 when the market-clearing price exceeded $100 per MWh was 
actually 24 times greater than the overall supply elasticity.’" As a result, the entry of supply at high 
prices may have increased the elasticity of supply in these ranges, making the exercise of market power 
more difficult over these load ranges that it otherwise would have beea Staff was able to observe this 
phenomenon in tiie individual participant bidding curves. Some bidders bid consistently at high levels, 
submitting bids that varied even thoi^ the avera^ price bid was hi^^ Other bidders submitted bid 
curves that irtehided a large amount of supply at low prices and only a very small amount at high prices, 
making the bid curve very steep for a small proportion of their submitted supply. Bidders in the former 
category will tend to make high-priced supply more elastic. However, they also have the effect of 


Specific examples of this practice have been noted in the England and Wales pool by 
several observers. For example, see David Newb'iry, Power Markets and Markets for Potver, and 
Frank Wolak and Robert Patrick, England and Wales Electricity Market, February 1997. 

^^Cahfbmia Power Exchange Corporation Compliance Unit. Price Movements in California 
Electricity Markets, Analysis of Price Activity: May-July 2000. September 29, 2000, pp. 59-61. 
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shifting total simply upward, so they will also tend to raise the price at lower load levels compared to 
bidders who submit only a small proportion of supply at hi^ prices. 


6. Market Power in Context 

It is important to evaluate tbe impact of market power in the context of two conditions 
discussed in the earlier sections: scarcity and market rules. In the short temi, when supply becomes, 
very tight and demand is unable to respond, the price discipline of a normal competitive maiket is 
greatly diminished The effects of scardly and maiket power in tiiese circumstances are very similan 
high prices, a seller's market with few or no restraints on sellers, and few or no options for buyers. In 
an ideal w'orld with no maiket power, these prices would signal scarcity and the market would correct 
itseE But the past summer in fee West was not an ideal world Buyers had essentially no short-term 
options and few longer-term, forward ones. Without better forward maikets, even true xarcity signals 
would not get effectively conveyed until close to real time, leaving little room for the development of a 
more stable overall market 

Maiket power can compound fee effect of scarcity, because it will distort normal market 
signals. Sellers have fee incentive to raise prices to inelastic buyers when supplies are anticipated to be 
tight, and fee result can be prices above competitive levels that appear sooner than they would in a 
workably competitive market where prices are set by short-term margirral opportunity costs. 

Frequently, fe«e prices may be fee work of a competitive market However, at least some of the June 
price spikes appear to be attributable to market power, and high bids observed in PX and replacement 
reserve maikets during this investigation provide further indications that above marginal cost bids can be 
sustainable. 

Market rules can provide some substitute discipline if normal maiket processes break down, at 
the risk of distorting genuine market signals. But maikets designed with overly complex rules and 
decision procedures can make matters worse, if they give sellers misplaced incentives and fee means to 
act on fem. For example, rules feat provide incentives to shift supplies from the day-ahead spot 
matket to even shorter-term hourly or real time madeets can adversely affect the ability of fee ISO to 
manage fee maiket leliably in real time. Although the price impact of such shifts is uncertain, fee effect 
is to move sigiply to a maiket where demand is even less responsive than in fee day-ahead maiket, 
restricting buyer options and potentially increases any maiket power fee seller may possess. W'ifeout 
prospects of greater demand response in close to real time, these types of problems may be very 
difficult to manage ferou^ purely maiket incentives, and non-market rules may be needed 

If higher than competitive prices ate sustained for a long enough paiod of time, price restraints, 
capacity requirements, rules requiring greater forward contracting, or some other market intervention 
may be needed However, policy maters need to factor in increases in input costs, unavoidable 
limitations on siting generation and transmission costs and other true costs or limitations in crafling 
workable maiket rules feat assist maiket development rather than impeding it 
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D. Conclusion 

As noted at the beginning of this section, competitive forces, flawed matket mles and, to some 
extent, market power contributed to die unusually hi^ prices the past summer. These results seem to 
suggest that some change in market rules is required Additionally, some firrlher steps during a 
“trarrsition” period to 2002, when new capacity will be available, may also be necessary. Options to 
address these conclusions are provided in the following sectioa 
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6. Policy Options 

This section discusses some of the options available to the Commission or state agencies, with 
encouragement by the Commission, to conect the conditions that led to the unusually high and volatile 
prices in the West during the summer of 2000. Those conditions were: a general shortage of 
generation throughout the West, an over-reliance on spot market purchases by the lOUs in Califomra, 
insufficient demand responsiveness to price, and a highly politicized process for setting price caps for 
the Cal-ISO. The options ate summarized below first and then discussed in the following sectioa 

To encourage investment in new generation: 

• Adopt policies fliat encourage and &nlitate the investment in new generahotL Tight 
generation resources were a m^or fector contributing to high prices. Easing local siting 
approval processes in California could encourage mote investment and ultimately bring 
on mote electricity supply. At the federal level, the Commission's wholesale price 
policies have an important effect on investment decisions and should be designed to 
create incentives to spur new investment in generation and transmissiorL 

To remedy the over-reliance on spot market purchases: 

• Eliminate the requirement that the three California lOUs must buy and sell throu^ the 
PX This can be implemented by the Commission (I) requiring a change in the 
eligibility provisions of the PX tariff or (2) changing its policies applicable to wholesale 
spot markets. 

• Require the lOUs to hedge and forward contract through the PX and bilateral 
transactions. This can be implemented either by the CPUC or by the FERC. 

• Require all in-Califomia thermal generation capacity to be bid into the forward 
California markets. This option mi^t inoease the amount of capacity available in the 
forward markets. 

To provide more demand response to wholesale prices: 

• Encourage California to implement policies to increase retail demand responsiveness to 
price. The Commission has no authority over retail rates in CaHfomia; however, 
California may undertake retaii market refonns that will greatly benefit wholesale 
mailffits. Competition among energy service pro\'ideis for the retail load of the lOUs 
would create strong downward pressure on the price of energv' in Cafifomia Just 
allowing large retail consumers to face the price in the wholesale market would provide 
more demand responsiveness to the wholesale market If state policy is to allow load 
serving entities to pass through the costs of energy and ancillary services directly to 
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retail customers, then those customers should be given some way to respond to those 
prices. If state policy continues to regulate retail service by the lOUs, then the lOUs 
should be given strong incentives to mmimi^ their ^\dloIesale purchase costs. 

• The Commission can stimulate greats* demand response for the wholesale market by 
requiring the California ISO to allow scheduling coordinators to bid load responses in 
the ancillary services market (reserves, etc.). Scheduling coordinators could receive 
bids from those willing to provide a load reduction and toen bid toose in the ancillary 
services market The scheduling coordinators could arrange with the ISO, on a 
bilateral basis, terms such as price and performance measures. 

To provide some price regulation while generation resources remain scarce 
and until regulatory changes are made to provide more demand response: 

• The Commission could return to traditional cost-of-service regulation for generators in 
California. There is frie potontial that this option could result in relatively high rates if the 
acquisition premiums of the non-utility owners are taken into account Also, this 
alternative may be inconsistent widi an obja^tive to encourage investment in new 
generatioa 

• The Commission could adopt limited term price caps for spot market sales (day-ahead 
and hour-ahead) in both the PX and the Cal-ISO. The price c^s would apply for a 
fixed 18 -month period, the period in which generation is currently predicted to remain 
scarce, and would allow time to develop a regulatory structure to provide greater 
demand response. The cap would be set at a level that would permit recovery of 
current marginal costs, including 0{^x)Ttunity costs, and be high enough to encourage 
new investment An alternative would be to ^Jply this limited-term price cap to all 
short-term wholesale sales in the West 

• Alternatively, tiie Commission could adqit a limited-term price cq> to apply to long- 
term sales in addition to spot market sales. Since wholesale forward prices in 
California are also bi^^ as a result of conditions last summer, the Commission could 
also adopt a temporary price c^ to <^ly to long-term sales, to allow time for new 
generation to enter the market and for the re^atory structure to permit greater demand 
response. This option could have fee effect of discouraging new m\^nent, particularly 
if investors rely on forward prices to signal the need for new investment 

® As an alternative to a price cap on long-term prices, the Commission could adopt target 
prices for long-term contracts in the CalifcHTua maricet, based on pre-summer prices. 
Th^ would apply for an 18 -monlh period as described in the price cap options 
above. UTiolesale sellers that substantially exceed the target prices would be subject to 
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close scratiny to determine whether they are exercising market power, with a potential 
loss of their market-based rate authority. 

• The Commission can leave the spot market and long-term market prices unconstrained 
With the evidence of scarcity in the region, higher prices produced by the market may 
be the right stimulrrs to needed new investment This option worrld be more effective if 
coupled with actions to improve the overall functioning of the market, such as improving 
demand responsiveness and minimizing the reliance on spot market purchases. The 
option can be coupled with increased monitoring of market participants for evidence of 
market power abuse. 

• The Commission can implement locational maiket power mitigation measures, 
independent of the options for price caps. 

• The Commission could change the auction titles used by the PX and the Cal-ISO to 
pay sellers what they bid rather than the market-clearing price. This option can be 
adopted independent of other pricing options. 

To create a more stable regulatory environment: 

• The Commission can abolish the current stakeholder governing boards of the Cal-ISO 
and the PX and require independent, non-stakeholder boards. This would also 
eliminate the need for the EOB, which could be abolished also. 

• The Commission can retain the sole authority to impose price cqjs in wholesale market 
transactions and not delegate that authority to the Cal-ISO or the PX. 

• Requite ftie Cal-ISO and PX market monitors to report directly to the FERC any 
evidence of maiket power abuse for evaluation and action by the Commission, wiftiout 
prior review by tiieir boards. 

Other options: 

• To eKminate underscheduling in (he Cal-ISO, the Commission can change die incentives 
for suppliers to sell in real-time and require stronger penalties for real-time purchases, 
combined with increased options for lOUs to .have broader supply portfolios. 

• The Commission could direct a further investigation of generators with abnormally high 
unplaimed outage rates or bidders into the PX to examine whether individual market 
participants may have engaged in withholding or price manipidatioa This option could 
be coupled with inaeased reporting to the Commission, as discussed in other options. 
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Discussion of Options 
1. Encourage Investment in New Generation 

Most projections for new generation capacity additions indicate that a significant amount of new 
capacity is planned to be available in 2002. Until new generation is added in the West, high prices can 
be expected to recur. While high prices are necessary to stimulate investment in new generation, 
barriers to the entry of new supplies into the market will result in a longer penod of high prices than may 
be necessary. Federal, state and local regulatory policies should be designed to eliminate unnecessary 
barriers to new generation and to create incentives for new investment 

Specific rules about siting and local appoval processes are within the control of state and local 
policymakers. Some steps have been taken in California to speed the local approval, but there may be 
more things that can be done. 

At the federal level. Commission pricing policies can have an irrportant impact on investment 
decisions. If wholesale prices are kept too low through regulatory controls, this can cause investors to 
invest in other markets. For example, if the Commission imposes wholesale price caps in California 
that are too low, generators may choose to build in Arizona or Nevada where there would be no price 
caps but where there is a growing demand for power. To provide an incentive for new generation to 
be located in California as well as other western states, foe Commission may need to explicitly take into 
account the need to stimulate new investment through pricing policies. 

Another fector that affects investment decisions is foe stability of foe regulatory process. To 
finance new generation plants, firms need to be able to convince their investors that foe regulatory 
environment is stable enougji to assure a return over foe life of foe project This past summer’s 
experience with foe constantly changing Cal-ISO price c^ created iristability for foe market and 
aroused investor concerns about investing resources in Cahfomia Therefore, stability in pricing policies 
can be a fktor in encouraging investment in new generatioa 


2. Remedy the Over-Reliance on Spot Market Purchases 

Spot markets ate inherently volatile. In eastern bulk power maricets with an ISO only 10 to 20 
percent of the load is served by spot market purchases, but in California almost 100 percent of foe load 
served by foe lOUs is served by purchases in foe spot market Shifting purchases out of the spot 
market to longer term contiactual arrangements woirld create greater price stability for wholesale 
buyers and end-users. In this rrrarket context, day-ahead and day-of purchases are spot market 
purchases. Forward contracts, for purchases longer than day-ahead and day-of, are longer term 
contracts. 
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Forward contracts for energy potentially can provide lOUs and other load serving entities with 
a highly effective hedge against hi^ costs in energy qwt maikets, while providing both buyers and 
sellers with a greater level of price certainty. If generators are otherwise able to exercise market power 
in energy spot markets, such contracts can help to mitigate the market power of the generators that 
contract to sell their output at a fixed price. Thus, forward financial contracts offer the potential to 
reduce both the cost impact of price spikes on consumers' bills, and the incidence and magnitude of the 
price spikes that occur. 

There are several options available to shift purchases to forward contracting: 

Eliminate the requirement for the three California lOUs to buy and sell through 
the PX. During the summer of 2000 the lOUs had limited authority to enter into forward contracts. 
The block-forward contract available to them through the PX is insufftciently flexible to provide them 
the full benefits Of forward contracting. Eliminating the restrictions on their ability to forward contract 
and to purchase supplies outside the PX would provide them with the ability to create portfolios of 
supply contracts to get more stable energy costs. While the CPUC recently expanded the authority of 
the lOUs to enter into bilateral, long-term contracts, this authority is still limited 

These restrictions could be eliminated directly by the Commissron through achons it could take 
within its wholesale jurisdictiotL When the Commissiai originally approved the restmcturing proposals 
of the lOUs, it found that any concerns it might have about the requirement at that time were 
outweighed by other considerations. ' The Commission could now find that such restnctions have 
become an impediment to the stability and proper functioning of the wholesale market and require a 
change in he eligibility provisions of the PX to insure that any wholesale buyers in the PX have the 
ability to buy their supply fiom other sources, or could oftierwise establish a similar condition as a 
prerequisite to the lOUs transacting business in the wholesale market 

One of the original reasons for the mandatory buy/sell requirement was a concern for potential 
gftiHate abuse in the buying and selling of energy. Thoe are other ways to deal with this concern. For 
example, the lOUs could be required to use most-fevored nations clauses for any transactions with 
affiliates to ensure that fire price agreed to in an affiliate deal is no higher ttian the prices paid to non- 
afliliates. 

Require the lOUs to hedge and forward contract. This is a variant of the option 
discussed above. The differerrce is that, rather than just eliminating an impediment to hedging and 
forward contracting, he option goes a step further to require the use of these tools. This could be done 
as a requirement to purchase a certain percentage of a supply portfolio through difeent instruments, 
and it could be implemented either by the CPUC or flte Commission in the same way as the option 
above. It has the disadvant^ of substituting the judgment of legulators ftir the judgment of business 


^Pacific Gas & Electric Co. et al., 77 FERC 1161,265 at 62,088 (1996). 
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managers as to the best way to create a balanced supply portfolio. Providing business managers with 
financial incentives for managing tiieir business in a way that minimizes costs is usually a more effective 
regulatory strategy. 

Require all in-California thermal generation capacity to bid into the California 
forward markets. This option is the flip-side of the option above. It may increase the amount of 
capacity made available in the forward markets and it would allow generators to arrange sales in the 
forward markets at whatever prices they can negotiate. Thus, forward market sales would be market 
based, and generators would be free to pursue their most profitable opportunities.^ However, as an 
incentive to get the maximum amount of tiiermal c^racity available in the forward markets, thermal 
generators would be required to submit bids at the generator’s marginal operating cost in the ISO's real 
time market for any unsold c^racity.^ Enforcing such a requirement would prevent generators fiom 
withholding cqracity fiom the market, so prices in the real time market would not be inflated due to the 
exercise of rrfirket power. In addition, suppliers would have less ability to exercise market power in 
the forward markets, becarrse buyers could avoid irrflated forward market prices by buying in the real- 
time market 

A requirement to bid at marginal operating cost does not take into accormt a generator’s 
opportunity cost, which may exceed its marginal operating cost when other markets are transacting at 
higher prices. But while tiiermal generators may have opportunities to sell in multiple markets in 
advance of real time, those opportunities fede as real time approaches. By the time the real-time 
market is operating, a thermal generator has no opportunity to sell elsewhere if its bid is rejected, so it 
has no opportunity costs. 

This requirement is an option for most tiiermal generators, but not for hydro generators or for 
otiier generators with an absolute limit on the amcaint of energy that they can produce. That is because 
these latter generators may face opportunity costs in real time, because production in one hour may 
reduce the amount of production tiiat can occur in subsequent hours. For example, hydro generators 
often have a limited supply of their energy source (water), so producing electricity in one hour reduces 
the amount of water available to generate electricity in a subsequent hour. Thus, by producing 
electricity in one hour, a hydro generator foregoes the opportunity to receive revenue in a subsequent 
hour. By contrast, most thermal generators do not face a limited supply of their energy sources, so 


^Forward nvirket sales in this context could also include purely financial hedges, such as 
“contracts for differences,” where a buyer and seller agree in advance to a contractually-specified price 
(called a “strike price”) for a specified quantity. Then, after the real time market closes, the buyer and 
sefter agree to make additional payments to each other based on the difference between the real time 
spot price and the strike price. 

^In addition, regulatory must run and must take generators would continue to be requited to bid 
into the PX energy market at SO, as they are currently required to do. 
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producing electricity in one hour does not reduce tte amount of electricity that can be produced in 
subsequent hours. However, certain thermal generators may fece absolute limits on the amount of 
energy that they can produce or on the amount of time that they are pemiitted to generate, for example, 
due to environmental regulations. Since California has a significant amount of old thermal generators 
subject to emissions limitations, this may not be an attractive optiom 

Another criticism of requiring generators to bid previously uncommitted capacity into the real- 
time market is that it may encourage too much reliance on the real time market and too little scheduling 
in the forward markets, and thus may aeate operational and reliability problems for the ISO. If over- 
reliance on the teal time market aeates undue operational problems, the option could be modified to 
require generators to bid into the EX'S day-of energy market (rather than the real time market) at 
margirral operating costs. This option woirld still give generators the opporturrity to arrange sales in 
other forward markets at advantageous prices before the Day-of market closed, although it would 
reduce slightly the time available to do so. 

There ate several optiorrs for establishing when the bidding reqirirement coirld be triggered 
One option is to impose the requirement on all generators at all times. This option rrright be chosen if 
market power arises fiequently, or if it is difficult for the ISO to predict in advance when market power 
wiU arise. Alternatively, if the ISO can accurately forecast when and where market power is likely to 
arise, the bidding requirement corrld be imposed in more limited circumstances. For example, if market 
power arises orrly during high demand periods, the bidding requirement could be imposed only when 
the ISO forecasts load in an hour to exceed a specified level. Or, the bidding requirement could be 
imposed on generators in defined areas when transmission constraints arise that create locatiorral 
market power. 

By differentiating between generators within California and generators outside California, this 
option can have the effect of baUcanizing the wholesale market and discortraging new investment in 
generation in California Also, it may be diflScult to administer and enforce. 


3. Provide More Demand Response to Wholesale Prices 

Encourage California to implement policies to increase retail demand 
responsiveness to price. There are retail rrrarket refirrms that California can take that woirld greatly 
benefit the wholesale market by creating mote demand responsiveness. 

In well fimcticning competitive markets, both supphers and consumers are able to see and 
respond to market prices. Indeed, tiris is what aUow's competitive markets to achieve the efficient 
outcomes for which they are well noted However, in electricity markets, such as those in Califomia, 
consumers oflen maist make their consumption decisions without knowledge of the true market price of 
electricity. Currently, most Califomia consumers (those served by PG&E and Southern Califomia 
Edison) do not face wholesale electricity prices because of a retail rate fieeze. The resulting lack of 
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demand responsiveness to wholesale prices can, at times, lead to excessively high wholesale prices. 
When supply is scarce relative to demand, competitive prices will rise to a level that reflects tire value 
that the marginal consumer places on additional consumptioa This addihonal increment above marginal 
running cost is referred to as the “scarcity tent” However, market prices in electncity markets like 
those in California cannot be expected to settle at this level if consumers do not have the ability to see 
these prices and to make known to the market throng their pirrchasing decisions, the value that they 
place on marginal consirmption. Indeed, in the abseiKe of demand responsiveness, prices in California 
and in marists elsewhere flequently rise 'well above this competitive level at times when demand is high 
and capacity is scarce. 

One way to allow retail consumers to respond to wholesale prices is for retail rates to reflect 
wholesale prices. However, to ensure that retail consumers can respond effectively to wholesale 
prices, they should have some arlvance notice of the change in retail rate policy, so that they can 
prepare for the new retail rate design. In the meantime, their traditional service providers should 6ce 
incentives to procure electricity for their customers at least cost California policymakers could also 
increase demand responsiveness to wholesale electricity prices by encouraging greater retail 
competitiorL 

Caltfomia should consider, in the long term, reevaluating'the status of lOUs as providers of both 
distribution and energy services to flieir retail load. While California formally permits retail customers to 
choose among alternative suppliers, in practice few new retail energy service providers have entered the 
market flius far. Greater competition among energy service pro'viders for fee retail load of the lOUs 
would create a strong downward pressure on fee cost of energy in California. Promoting greater retail 
competition likely would require a formal separation of fee lOU distribution service fimctions finm any 
continuing role as an energy service pro'vider. In addition, consideration may have to be given to 
changing fee CTC recovery mechanism and to imposing a provider-of-last-resort obligation on fee 
lOU. Also, consideration should be given to fsoviding large retail consumers of lOUs, fee traditional 
retail service providers, wife real-time price signals fliat would allow feem to respond to fee wholesale 
prices. 


As long as California regulates retail service provided by lOUs, then fee ICUs should be 
given strong incentives to mjnimi 2 e feeir wholesale costs. Regulations should be avoided feat allow load 
serving entities to pass feiou^ the costs of energy and ancillary services directly to retail customers 
■without giving feose customers the ability to respond. 

The Commission can stimulate more demand response for the wholesale market 
by requiring the Cal-ISO to allow scheduling coordinators to bid load responses in the 
ancillary services market. To implement this option, scheduling coordniators could receive bids 
from any user ■willing to provide a load reductioa The scheduling coordinators could arran^ wife fee 
ISO, on a bilateral basis, fee temis such as price and performance m.easures. Tills would not obviate 
tlie need of fee CTUC to design demand response mechanisms for fee retail market, but it is an option 
available to fee Commission independent of fee retail regulatioa 
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4. Provide Some Price Regulation While Generation Resources 
Remain Scarce and until Regulatory Changes Are Made to 
Provide Greater Demand Response 

The Commission could return to traditional cost-of-service regulation for 
generators in California. Traditional cost-of-service regulation is used when the market cannot be 
relied on to keep prices within a reasonable range becairse the regulated company exercises monopoly 
power. Under traditional cost-of-service ratemaking, a company is allowed to recover its prudently 
incurred fixed and variable costs plus its cost of capital including a reasonable return on its investment 
Fixed and variable costs include operation and maintenance expenses (including &el and emission 
allowances), depreciation, and taxes. The return on investment is calculated by multiplying the rate of 
return tiroes the jurisdictional public utility's rate base. Rate base is calculated by subtracting firom gross 
plant in service any accumulated reserve for depreciation associated with that plant and adding or 
subtracting fiom the net plant value any adjustments to rate base (sirch as accumulated deferred income 
taxes). 


Prior to the divestiture of generating assets in California, jurisdrctional utilities recorded these 
expenses consistent with the Commission's Uniform System of Accormts and armirally filed a FERC 
Form 1 detailing their operating expenses including specific generating plant data in accordance with the 
Unifomi System of Accounts. However, the new owners of the divested generating units are no longer 
reqirired to follow the Commission's Uniform System of Accormts; nor are they required to file with the 
Commission a FERC Form 1 . Therefore, the data needed to calculate a traditiotral cost-of-service rate 
is not currently collected and would have to be acquired. Determinmg a cost-based rate for every 
generation owner in California would involve numerous filings dealing with complex cost-of-service 
issues such as the ^ipropriate depreciation rate for the unit, how income taxes would be calculated, 
capital stmcture, and the appropriate rate of return.'' In addition, these cost-of-service issues may deal 
with issues of first impression because the new owners of each imit are, in many instances, limited 
liability corporations or partnerships. This is likely to be a complicated time-consuming, administrative 
process. 

The new generation owners purchased the divested generating assets of the lOUs for a 
premium over their net book value. In the past, the Cottmiission has permitted the inclusion of 
acquisition adjustments in rate base for wholesale rates only if a utihty can show that the investment 
decision is pradent and if it can demonstrate that the acquisition provides measurable benefits to 
ratepayers.’ The CommissiQn w ould need to address the prudence and benefits of these acquisition 


‘*The volume would increase substantially if cost-based rates were applied to generation 
owners outside of California (the entire WSCC) for their sales into the California market. 

^See Miimesota Power & Light Company and Nortliem States Power Company, 43 FERC f 
61,104 at 61,342 (1988). 
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adjustments. If the Commission recognizes this ptanium in setting the new cost-based rates, the rates 
for these assets would be substantially higher than when the lOUs held the same assets prior to 
divestiture. 

An alternative to including the full amount of the acquisition premium in the cost-of-service rates 
worrld be to exclude the acquisition premium from rates or oflset ttre total acquisition premium by the 
amount that the generator made in the market (either this summer or since the transfer took place) over 
what it would have made under competitive circumstances. Either option worrld depress the value of 
the companies that purchased frie generation assets and corrld present disincentives to future pirrchases 
of divested utility assets as part of retail access in other parts of the country. 

Finally, if the Commission were to impose cost-of service rates for all wholesale sales in frre 
California market, the Commission would also need to calculate cost-of-service rates for any remaining 
wholesale sales made by the three lOUs. The premiums received by the lOUs for their divested assets 
were used as an ofifeet to their stranded costs. Any determination of a cost-of-service rate for the 
lOUs worrld need to take into account the total acquisition premitrm that was received by the lOUs to 
pay down the valrre of their stranded assets. The new cost-of-service rates for these assets should be 
lower than under the old regulated structure; howeva; whether the decrease in rates for these assets 
worrld ofBet the hi^er rates for the divested assets could only be determined after the Commission has 
had the opportunity to analyze all of the cost-of service rates for generatron owners wifrrin Cahfomia. 

Traditional cost-of-service regulation is a reasonable option where the regulated firm exercises 
substantial market powa, such as a rratural monopoly, birt is ill-suited to markets where firms have 
maricet power but also face some competitiotr. Traditional cost-of-service regulation does not allow 
the firm the flexibility to respond to m^et signals, fcff example to lower prices, and still earn its allowed 
reasonable return because it cannot raise prices enou^ at oftier periods to compensate for the lower 
price periods. In those cases, other fornis of price regulation are better suited. In the West, 
Commission regulated generators fece competition from public power and power marketers, so 
traditional cost-of-service regulation may not be appropriate. In addition, traditional cost of service 
regulation is an administratively costly method of regulation because it is resource intensive, both fijr the 
regulatory agency and for the regulated firm It can add significant transaction costs to an industiy that 
may not be comtrrensutate wifri the amount of protection it would provide in a particular context 
Finally, a return to cost-of-service rates, even for an interim period, would create regulatory uncertainty 
that wotild likely exacerbate existing supply problems wifliin California, and would h,ave an adverse 
tippling effect in ofiier electric markets in tiie country. 

The Commission could adopt limited term price caps for spot market sales (day 
ahead and day of) in both the PX and the Cal-lSO. To give some protection from high prices 
until new generation plants are expected to come on line in 2002, and to provide time for tlie 
development of regulatory changes to stimulate greater demand response and thus bettor price signals 
for the wholesale market, the Commission could impose price caps on the spot market in California. 
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To provide certainty for the market the cap should be imposed for a limited, tixed duration an4 if the 
level of the cap changes, the changes should occur in predictable ways. 

In addition to certainty and predictabihty, there are some other lactors to be taken into account 
in setting a price cap. Ideally a price cap should be high enough to attract generation investment to the 
market, but low enough to provide protection to consumers during the short-term. It should be high 
enough to permit the recovery of current marginal running costs and opportunity costs and provide a 
stimulant to new investment Another consideration is that the price cap on the spot maiket should be 
high enough to provide an incentive for buyers to enter into long-term contracts. It also should apply 
equally to all seUers in the maiket so, for example, sales in the PX would be capped at the same price 
as sales to the Cal-ISO. 

The existing ISO buyers' cap appears to be too low. The current cost data show that at the 
end of the summer it started to come very close to the variable costs (ftiel and emissions) of a 
combustion turbine. As the costs of generating electricity have gone up the price cap has gone down, 
narrowing the band of prices traded A price cap at this level is unlikely to be high enough to stimulate 
new investment 

The Commission could set the price cap at the cost of entry into the California maiket One 
difficulty with this choice is choosing the type of capacity that would enter the maiket The cost of entry 
could be the cost of transmission expansion diat would increase the import capability into California or 
it could be tied to the cost of a new generating unit Since transmission capacity did not appear to be a 
significant constraining fiictor contributing to high prices in the West this summer, the cost of a new 
generating unit may be a more logical choice. The cost of a new generating unit could vary greatly 
depending i^n whether the unit entering die Caltfomia maiket is baseload intermediate or peaking 
capacity. 

Alternatively, the Commission could set the price cap using a foimula tied to flie marginal cost 
of the highes t cost unit in the WSCC. This would provide a transparent price, reflect the actual cost of 
generation that could reach tire California market, and would still be hi^ enough to attract new, lower 
cost capacity to California. Determining tlie actual cost of this benchmark urut may be difficult, 
however, because it would require obtaining diort run marginal cost data for all units in the WSCC to 
discover the highest cost unit, and then trying to determine the opportunity costs of this unit 

The Commission could choose to bifiitcate the market and impose a price cap when load 
exceeds a specified level. Data supplied from the ISO indicate that the maricet deviates fiom nornial 
operating conditions when load exceeds 35,000 MW. The Commission could impose a price cap 
when load exceeds this level. All price caps, unless set very liigh, have the effect of removing incentives 
for wholesale buyers to hedge against peak prices because the cap protects gainst high prices. 
However, this particular price cap option appears to lii^ili^t tliat effect since the price cap would 
become binding onJy at the time when scarcity becomes a senous 6ctor. This could have a dampening 
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effect on fee forward market and would not jsovide needed incentives for shifbng purchases out of fee 
spot market into fee long-term maikeL 

To provide certainly to fee market, any price cap feat fee Commission chooses would need to 
be a hard cap that does not change during fee transition penod, or if it does change fee changes should 
occur in predictable ways. The ISO changed its buyers' cap twice during fee summer. These rapid 
changes in fee ISO's buyers' cap created significant uncertainty for both power suppliers and buyers. 
This uncertainty increases fee likelihood that suppliers will transact in more stable markets outside of 
California In addition, it has been alleged that changes to fee ISO's buyers' cap caused contractual 
problems for some participants in the California market feat may have hedged at a price feat was higher 
than that permitted under fee most recent buyers' cap. 

An alternative to a price cap for just the California market would be to apply fee price cap to 
the entire WSCC.‘ Applying price caps just to California could balkanize the western wholesale 
market and cause power to be eicported from California to other states without a cap, causing 
continued shortages and hi^ prices in Califomia On the other hand, it may be unnecessary to apply 
price caps to the entire WSCC since prices at other hubs in the WSCC were highly correlated wife 
Califomia prices. Thus, prices throughout the WSCC could be expected to track capped prices in 
California, even if the cap is not extended to the entire WSCC. A potential problem wife applying a 
WSCC-wide price cap is that approximately 50 percent of fee installed generating capacity in the 
WSCC is nonjurisdictional and would not be subject to the cap. Governmental entities sell their excess 
power in the wholesale market and, as was seen this last summer, fee amounts sold can be significant 
Thus the cap would be inapplicable to a large portion of the WSCC market and therefore could be 
ineflfectuaL 

As previously noted, there are several potential levels for a price cap; however, whatever price 
c^ is chosen, it should terminate at a predetermined time. Since the reasons for imposing a price c^ 
would be to provide time for new generation to come on line and time for regulatory structures to be 
developed to provide a demand response, it would be reasonable to tie a price c^ to a specified 
period needed for these changes. Significant new generation is currently planned to be on line in 2002, 
so an 1 8-mdnth period would be reasonable. This should provide the time needed for California to site 
new generation as well as time to make necessary changes to its retail maiket structure to improve 
demand responsiveness. If California does not implement fee refomis needed at fee state level, the 
Commission should not extend the date. Tte maiket needs certainty and the lii^ prices that result from 
scarcity should be felt by wholesale buyers and end-users so they can make rational choices about tiieir 


®.A WSCC price cap of this type would only apply to transactions that are comparable to the 
PX and ISO markets, i.e., on day-ahead and hour-ahead trades. 

“Power Points: Winners in $4 Billion Calif Sweepstakes,” Dow Jones Energy Service (Sept. 
29, 2000) (BPA, Salt River Project, LADWP and BC Hydro sold significant amounts of power.) 
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energy consumption. Californians are unlikely to be able to decide the relative values they place on 
environmental issues, public participation in governmental decision making, and electricity usage, or the 
value of obtaining supplies from the grid or Ikan ofliCT sources, unless they know fire cost of these 
choices. 

Instead of a specified date, another option would be to terminate the price cap when the 
reserve level for the California market reaches a certain percentage. Under this option, a reasonable 
percentage could be established at a planning reserve number tied to the annual peak for the California 
market Temrinating the price cap when the specified reserve level is achieved should prompt 
generation expansion in Califomia because the sooner generators increase their generation capacity the 
sooner the cap will be removed This also provides certainly for investors that the rules are fixed and 
will not change. This may, however, diminish incentives for the state to expedite the sitir^ of new 
generatiom 

Alternatively, the Commission could adopt a limited-term price cap to apply to 
long-term sales in addition to spot market sales. Since wholesale forward prices in Califomia 
are high, as a result of conditions last summer, the Commission could also adopt a tenrporary price cap 
for long-term sales. The rationale for this cap would be the same as the spot maiket cap — to allow 
time for the entry of new generation and the development of regulatory mechanisms to provide a 
demand response. Even if the CaUfomia lOUs are permitted, and/or encouraged, to develop balanced 
stpply portfolios with more long-term supplies, buying long-term now may reduce the volatility of their 
supply costs, but it may not provide significant savings because current forward prices are high. Putting 
a cap on these forward prices would allow time for the market to recover from the summer prices that 
were unusually high because of a combination of fectots. Choosing the correct level for this cap may be 
difficult If investors rely on forward prices, more than spot prices, to signal the need for new 
investment, ttien finding the ri^t long-term cap that will not discourage new investment may be a 
delicate task. 

As an alternative to a price cap on long-term prices, the Commission could adopt 
target prices for long-term contracts in the California market, based on pre-summer 
prices, A less intrusive form of inter/ention would be to adopt some form of target price for forward 
contracts for an 1 8-month period. The target price, or prices, would be voluntary but any wholesale 
seller who sold too far above the target would be sulgect to investigation for Ihe possibility of exercising 
market power. If the Commission determined that a seller was exercising maiket powder, ihe 
Commission could rescind the market-based rates of the supplier. 

One possible target price would based on the May 1, 2000, price for a standard six by sixteen 
futures contract for July 2000 delivery at California's path 15 (either NP15 or SP15). The May 1, 
2000, target price would have to be adjusted for any increase in natural gas prices and emissions 
a'llowance credits since flrat date. May 1, 2000, might be a reasonable date upon which to base a 
forward target price because the markets at that time were operating under relatively normal conditions 
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and prices for July 2000 delivery were consistent with prior periods, i.e., before market volatility 
appeared. 

To implement this option die Commission need to requite monthly repotting of all 

individual forward contracts offered (both accepted and rejected) by suppliers to monitor their behavior 
during the transition period. The Commission could also encourage purchasers to report egregious 
offers by power suppliers. 

This option could be combined with a requirement for generators to offer a particular amount of 
their siqiply in die forward markeL However, there is no evidence that generators have been unwilling 
to commit to forward contracts and much anecdotal evidence that generators generally desire the 
financial stability provided by long-term contracts, at least for a portion of their supply. Therefore, this 
kind o'^ requirement may be unnecessary, in addition to being intrusive in the market 

The option of a target price on long-term bilateral transactions, can be combined with a price 
cap on the spot market Power suppliers with unsold generation from the bilateral market could have 
an incentive to drive up prices in the spot market during times of scarcity in order to maximize their 
revenue stream. 

The Commission can leave the spot market and long-term market prices 
unconstrained. With the evidence of scarcity in the region, higher prices may be the correct market 
response to stimulate needed new investment The hi^ prices seen recently in the forward market may 
be the conect prices in ligjit of die fact that shortages are likely to continue until 2002. Rather than 
trying to dampen those prices, it may be mote beneficial to the market in the long run to leave those 
prices unconstrained. The ejqierience in the Midwest after die price spikes in 1998 has been that 
significant generation resources were added to die region in response to those high prices. This option 
would be mote effective if coi^iled wifti other actions to improve die overall functioning of the 
wholesale market, such as measures to provide a demand response and to minimize the reliance on 
spot market purchases. In addition, this option should be combined with increased monitoring of 
market participants to detect evidence of market power abuse, with any such conduct penalized if 
found. 


The Commission can implement locational market power mitigation measures, 
independent of the other options for price caps. A single sillier may exercise locational 
maricet power because that supplier is the only option available to serve load in that area The supplier 
may have several generating units at that location with more than enou^ svfiply available to mee'' 
demand; how'ever, because of ownership concentration, the supplier can increase its price because of 
market power rather than scarcity of supply. The instances of market pov/er may be isolated and 
infrequent, but diis is an option available for mitigating the exercise of market power by a single 
supplier. 


6-14 



724 


To mitigate the exercise of locational market power, the Commission could put in place 
resource specific bid caps. When a generator is called upon for a locational need, the unit would be 
paid either its bid cap if the market clearing price is lower, or the market clearing price if that price 
exceeds the bid cap. In no event would the generator set the market clearing price. The Commission 
coirld calculate the resource specific bid cap in several ways and let generator owners choose how they 
will be compensated The resorrrce bid cap could take several forms: (1) the Commission could 
require each generator to file the verifiable incremental operating cost which it would recover plus a 
margin for some recovery of fixed costs; (2) the resource bid cap could be equal to the market clearing 
price for similar hours and load levels when the unifs bid was in merit order with an adjustment for 
changes in fuel prices and emissions credits; or (3) the resource bid cap could be an estimate for 
running costs of a comparable unit This option could be simplified to have one bid cap for each type of 
generating fk;ility (e.g., stand-alone combustion turbines, combined cycle units, oil or natural gas-fired 
boilers). 

This option is less intrusive than traditional cost-of-service regulation. It would be appropriate 
if there are significant barriers to new entrants and those barriers are unlikely to be removed If new 
entry is possible, then an alternative would be to encourage other entrants into the market, and allowing 
the prices to be high is a way to attract new entrants. 

The Commission could change the auction rules used by the PX and the Cal-ISO 
to pay sellers what they bid rather than the market-clearing price. Under this option the 
auction rules would be changed to pay each seller its bid, rather than the market-clearing price, and 
buyers would pay a price reflecting the average of the accepted seUeis' bids. This mi^t have the effect 
of lowering the total paid by buyers during high demand periods because some sellers would be paid 
less than the hipest bid accept^ It may also change seller bidding behavior. Under this rule, sellers 
migjit submit hi^er bids than they mi^t under a market-clearing price rule because under fltis rule flie 
seller would only receive its bid, whereas under file maikeKlearing price rule, the seller would receive 
the market-clearing price even if tiie seller bid less. If gaietator bidriing behavior changes in fins way, it 
is not clear whefiier there would be much lowering of the total paid by buyers. Overall, it is not clear 
what effect this rule change might have on fiie total paid by particular consumers since consumers 
receive averaged monthly bills and not hourly bills. 


5. Create a More Stable Regulatory Environment 

The Commission can abolish the current stakeholder governing boards of the 
Cal-ISO and the PX and require independent hoards, non- stakeholder boards. This 
would also eliminate the need for the EOB, which could be abolished also. The ISO and 
PX stakeholder board structures are designed to preclude dominance by one or two voting classes, but 
the stakeholder boards have difficulty coming to decisions on complex issues. These stakeholder 
governing boards are charged with making very difficult decisions fiiat require satisfying a complex of 
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regulatory authorities, oflen under confHcling poKtkal and stakdwlder preKures, while mainteining a 
fiduciaiy responsibilily to the ISO and PX The ^akeholder boards ate more susceptible to inflirace 
by the interests that they represent or by the direct or indirect pressures of others and are becoming 
widely perceived as too easily influenced by local political pressure. 

As the Commission lecognized in Order 2000, independence is the linchpin which should form 
the basic fcundation of an RTO and it should 2?^)ly to all structure, including an ISO.® The 
Ccranission also reiterated that RTO govaning boards have to satisfy iie over-arching pinciple that 
their tfccisionmaking should be indspenrknt of maiket participants.’ Recognizing that the Ctil-ISO b 
requited to make its RTO filing by January 15, 200 1 , this may be the time to require a restructuring of 
the ISO board from a stakeholder board to an independent board, with similar changes to the board 
structure of the PX Changing the structure of these boards could increase regulatory certainly in the 
California matket and bring some stability to the markeL Eliminating the stakeholder boards would 
eliminate the need frar the Electticity Oversight Board. This would lonove an additional source of kical 
pressure on these ferteially le^ilated entities aid clarify the regulatory oversi^t of the wholesale 
maiket 


The Commission can retain the sole authority to impose price caps in wholesale 
market transactions and not delegate that authority to the Cal-ISO or the PX. The 
repeated changes in the Cal-ISO price caps this past summer appeared to be the result of a highly 
politicfed decisionmaking process. This can be corrected by changing the board structure of the Cal- 
ISO, but to provide more stability to the market any wholesale price constraints that need to be 
iirpjsed should be irriposed by the Cornmissioa Only the Commission has the broad regional 
perspective necessary to evaluate frilly the value and impact of price caps on the maiket 

Require the Cal-ISO and PX market monitors to report directly to the FERC any 
evidence of market power abuse for evaluation and action by the Commission, without 
prior review by their boards. The Cal-ISO and PX each have wel established maricet monitoring 
units and independent surveillance committees that mmitar maiket behavior. The Commission could 
lequiie these entities to report any allegations and evittence of market power abuse dkectly to the 
CommissiQa WMe these entities have the discretion to file their reports directly with file 
CommissiQn,''’ the current board structure may hinder file release of information fliat the Commissian 
might find usefiil in its ongoing analysis of market behavior or that may be evidence of maiket power 
abuse fiiat needs corrective action by the Commissioa 


* Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (January 6, 2000), 
FERC Statutes and Regulations f 31,089 at 31,046-48 (2000). 

«Id. 

*®Pacific Gas and Electric Company, et aL, 81 FERC f 61,122, slip op at 248-49. 
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6. Other Options 

To eliminate underscheduling in the Cal-ISO, the Commission can change the 
incentives for suppliers to sell in retd-time and can require stronger penalties for real 
time purchases, combined with increased options for lOVs to have broader supply 
portfolios. The underscheduling fliat has been experienced by Sie Cal-ISO causes reliability 
problems for the ISO, so remer^dng this would appear to be infoitant It appears to be an outgrowth 
of pricing policies ftiat provide incentives for both seileas and purchasers to underschedule and then buy 
in real time. To remedy this, the incentives need to be changedto give sellers an incentive to sell day 
ahead or in forward maifets, and to give buyers both die ability to minimize their purchasing costs with 
the ability to forward contract and a disincentive to purchase in teal time. For example, loads that 
purchase real time energy could be required to pay a premium above the currently-calculated prices 
and penalties for real time purchases. lOUs could also be allowed to purchase energy in forward 
markets outside the PX Chi the siqiply side, one way to encourage generators to ofFa: more eneigy in 
the fwward markets would be to reduce the financial reward for providing replacement reserves. For 
example, any paymaits to a genesatcr for providing replacement reserves could be considered as a 
down payment for any enagyfx-oduced from the gMietator in real time. Thus, die price paid to flie 
generatw fcr such tea! time aiergy would be reduced by frie amount paid for providing tie replacement 
reserves. 

The Commission could direct a further investigation of generators with 
abnormally high unplanned outage rates or bidders into the PX to examine whether 
individual market participants may have engaged in withholding or price 
manipulation. It may be appropriate for the Cbrnmission to take a more active role in investigating 
and dealing with individual instances of market power abuse. For exarrple, one way to physically 
witiihold capacity from the market is to contrive a fcwced outage. Of course, generation equipment will 
break down from time to time evra in a competitive market; so unexpected, forced outages will 
rraturally occur in any madcet However, when a genetatwetqierieiices an outage, c^iacity in the 
market is reduced, and that tends to raise the market price. So a generator might be able to exercise 
market powa: and raise the market price by contriving a fiaced outage, and frius, priysicaDy wittiholding 
capacity. It m^ be difrocult to determine whetha a forced outage is legitimate or contrived However, 
when a genetatofs fcwced outage rate is abnratnaHy especially during paiods of ti^ capaaty, it 

may be useful to investigate the out^ in mote ddail to determine wheSier it has been contrived as an 
exercise of market power. If the out^e is ctetermined to be contrived, penalties could be imposed in 
order to deter similar future behavior. 

hi the time available for fliis investigation it was not possible to detemiine whether individual 
market participants abused their maiket power. An option available to fee Commission is to direct staff 
to conduct a further investigation into individual ccsiduct during the past summer. 
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With respect to luture conduct, the Commission can revise its reporting requirements and 
market monitoring methods to provide a more systematic basis for monitoring for instances of market 
power abuse. Periodic market investigations, such as this investigation, are resource intensive efforts 
for fce Commission staff as well as Are Cal-ISO, PX and the irrarket participants, that do not provide 
the kind of regular information collection needed to monitor the market and the behavior of individual 
participants on a regular basis. For example, the Commission could require genetatars to report 
tmplanned outages to the Commission contemporarreously wiAi the outage or soon thereafter. Althou^ 
the Cal-ISO and the PX have market monitoring stalls, they do not have the same authority as the 
Commission to investigate individual behavior, and to take action against individual maiket participants. 
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Appendix A 

Bulk Power Investigation: Entities Interviewed 


Entity 

California Independent System Operator 

California Investor-Owned Utilities 

• Southern California Edison Company 

• San Diego Gas & Electric Company 

• Pacific Gas & Electric Company 

California Power Exchange 

California Public Utilities Commission 

CaUfomia and WSCC Generators and Marketers 

• Calpine Corporation 

• Constellation Power Source, Inc. 

• Duke Energy North America, LLC 

• Dynegy Power Corp. 

• Enron Power Marketing, Inc. 

• NRG Energy, Inc 

• PG&E National Energy Group 

• Reliant Energy Power Generation, Inc. 

• Southern Company Energy Maiketing L.P. 

• Thermo Ecotek Corporation 

• Williams Energy Maiketing & Trading Company 

Electric Power Supply Association 

Expert Economists 

• James Bushnell 

• William Hogan 

• Richard Tabors 

• Frank Wolak 

National Rural Elwtiic Cooperative A.ssociation 

Northern California Power Agency 

Office of the California Attorney General 

Sacramento Municipal Utility District 

The Utility Reform Network (TURN): Eric WoychJc 
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1 KEVIN V. RYAN (CSBN 118321) 

United States Attorney 

2 

CHARLES B. BURCH (CSBN 79002) 

3 Chief, Criminal Division 

4 PATRICK D. ROBBINS (CSBN 1 52288) 
MATTHEW J. JACOBS (CSBN 171149) 

5 Assistant United States Attorneys 

LISA V. TENORIO-KUTZKEY (CSBN 205955) 

6 Special Assistant United Stales Attorney 

7 450 Golden Gate Avenue, Box 36055 
San Francisco, California 94102 

8 Telephone: (415) 436-7200 

9 LESLIE R. CALDWELL (NYSB 1950591) 
Director, Enron Task Force 

10 

Bond Building 

11 1 400 New York Ave., NW 
Washington, D.C. 20530 

12 Telephone: (202) 305-1310 


13 I Attorneys for Plaintiff 


FILED 

OCT 17 2QQZ 


RICHARD WsWlEKING 
CtEm.t2.S.0iStSfiCTCCURT 


Committee on Ctovernmeiital Affairs 

EXHIBIT #A-S5a 


UNITED STATES DISTRICT COURT 
NORTHERN DISTRICT OF CALIFORNIA 
SAN FRANCISCO DIVISION 


17 UNITED states OF AMERICA, 

18 Plaintiff, 


No. CR 02-03 13 Mil 
PLEA AGREEMENT 


20 TIMOTHY N. BELDEN, 

2 1 I Defendant 


23 I, TIMOTHY N, BELDEN, and the United States Department of Justice, by the United 

24 States Attorney's Office for the Northern District of California and the Enron Task Force 

25 (hereafter “the government”) enter into this written plea agreement (the “Agreement”) pursuant 

26 toRule U(e)(l){B)ofthe Federal Rules of Criminal Procedure; 

27 The DefCTidant*s Promises 

28 1. I agree to waive indictment and plead guilty to an information charging me with 
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conspiracy to commit wire fraud, in violation of 18 U.S.C. § 371. I agree that the elements of the 
offense and the maximum penalties are as follows: (1 ) there was an agreement between two or 
more persons to commit the crime of wire fraud in violation of 18 U.S.C. § 1343; (2) I became a 
manbo* of the conspiracy knowing of at least one of its objects and intending to help accomplish 
it; and {3) one of the members of the conspiracy performed at least one overt act for the purpose 
of carrying out the conspiracy, The parties agree that the offense did not affect a financial 
institution within the m^mng of 1 8 U.S.C. § 1 343. 

a. Maximum prison sentence 5 years 

b. Maximum fine $250,000 

c. Maximum supervised release term 3 years 

d. Mandatory special assessment $ 1 00 

e. Restitution Up to the amount of the loss 

2. I agree that I am guilty of the offense to which I will plead guilty, and I agree that 

the following facts are true; 

Between 1 997 and 2002, 1 was employed by Enron Coiporation. Specifically, I was the 
Director of Enron’s California energy trading desk, and later Vice President and Managing 
Director in charge of Enron’s West Power Trading Division (West Power) in Portland, Oregon. 
West Power marketed and supplied electricity to California wholesale cuslomers through a 
number of energy and energy sendees markets run by the California Power Exchange (the 
California PX) and the California Independent System Operator (the California ISO). With 
limited exceptions, these entities were responsible for scheduling, managing, and ananging the 
payment for, all the electricity si^plied to the Slate of California. 

The markets run by the PX and ISO included the day-ahead, the day-of, the hour-ahead, 
and the real-time energy markets, into which energy marketers like Enron scheduled fixed 
amounts of electricity for deliveiy to wholesale and retail customers {known as retail “load”). 
Enron also sold stand-by electricity generation capacity, known as ancillary services, to the ISO, 
which was charged with ensuring that a fixed percentage of such capacity was available to 
prevent a collapse of the system in the event of an emergency. The ISO managed transmission 
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capacity irrfo, within, and out of the Stale, and paid fees to suppliers like Enron to alter electricity 
schedules in order to relieve “congestion" on particular transmission lines. The ISO also 
purchased energy from Enron and other suppliers “oul-of-market" to address power emergencies, 
when the State had to address sudden increases in demand or inadequate scheduled supplies. 

Beginning in approximately 1998, and ending in approximately 2001, 1 and other 
individuals at Enron agreed to devise and implement a series of fraudulent schemes through these 
markets. We designed the schemes to obtain increased revenue for Enron from wholesale 
electricity customers and other market participants in the State of California. The schemes 
required us to submit false information to the PX and ISO in the electricity and ancillary services 
markets described above. Among other things, we knowingly and intentionally filed energy 
schedules that misrepresented the nature of electricity we proposed to supply, as well as the load 
we intended to serve. We intentionally filed schedules designed to artificially increase 
congestion on California transmission lines. We were paid to “relieve" congestion when, in fact, 
we did not relieve it We exported and then imported amounts of electricity generated within 
California in order to receive higher, out-of-slate prices from the ISO when it purchased “out-of- 
market." We scheduled energy that we did not have, or did not intend to supply. 

As a result of these false schedules, we were able to manipulate prices in certain markets, 
arbitrage price differences between the markets, obtain "congestion management" payments in 
excess of what we would have received with accurate schedules, and receive prices for electricity 
above price caps set by the ISO and the Federal Energy Regulatory Commission. We received 
the revenues from the above-described schemes through the ISO, wliich on a monfrily basis billed 
all customers for wholesale electricity in California, and paid all suppliers, like Enron. I 
acknowledge that the ISO made these payments to Enron by interstate wire transmission through 
the Bank of America in San Francisco, California. For the purpose of carrying out the 
conspiracy, I and others involved in die schemes caused the ISO to transmit these payments to 
Enron monthly during the course of the conspiracy, from 1 998 through 2001 . 

3. I agree to give up all rights that I would have if I chose to proceed to trial, 
including the rights to a jury trial with the assistance of an attorney; to confront and cross- 
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examine government witnesses; to remain silent or testify; to move to suppress evidence or raise 
any other Fourth or Fifth Amendment claim5; to any fiirUiCT discovery fiom die government; and 
to pursue any affirmative defenses and present evidence. 

4. I agree to give up my right to appeal my conviction, the judgment, and orders of 
the Court. I also agree to waive any right I may have to appeal my sratence, except that I reserve 
the right to appeal any inward departure. 

5. I agree not to file any collateral attack on my conviction or sentence, including a 
petition under 28 U.S.C. § 2255, at any time in the future after 1 am sentenced, except for a claim 
that my constitutional right to the effective assistance of counsel was violated. 

6. I agree not to ask the Court to withdraw my guilty plea at any time after it is 
entered. 

7. 1 agree that the court may order and I will pay restitution in an amount to be 
determined based upon the amount of loss caused by my conduct, and I agree that the amount of 
restitution will not be limited to the loss attributable to the count to which T am pleading guilty, 
pursuant to 1 8 U.S.C. § 3663(a)(3). 1 agree dial I will make a good faith effort to pay any fine, 
forfeiture or restitution I am ordered to pay. Before or after sentencing, 1 will, upon request of 
the Court, the government, or the U.S. Probation Office, provide accurate and complete financial 
information, submit sworn statements and give depositions under oath concerning my assets and 
my ability to pay, surrender assets I obtained as a result of my crimes, and release any of my 
funds and my property under my control in order to pay any fine, forfeiture, or restitution. I agree 
to pay the special assessment at the time of sentencing. I agree as part of my sentencing that the 
Court may enter an order prohibiting me from trading on, or trading subject to die rules of, any 
"registered entity,” as that term is defined by the Commodities Exchange Act, 7 U.S.C. § la(29), 
during my term of si:q)ervised release. 

8. I agree to waive all right, title, and interest I have in $2. 1 million I received from 
Enron, which funds I acknowledge the government contends represents the proportional amount 
of compensation paid to me by Enron attributable to the scheme to defraud to which I am 
pleading guilty, and which is therefore criminally derived property, or traceable to and derived 
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from proceeds of criminally derived property, and thus subject to forfeiture. I stipulate that the 
$2. 1 million is forfeitable on that basis. The'$2. 1 million received by me was placed in account 
nos 1 4703085 and 7 1 0969 1 5 at Charles Schwab. I agree not to contest any civil forfeiture 
proceeding against those funds or bring any claim of interest to those fiinds in such action. 1 
further agree to relinquish any and all right, title and interest I may have in these funds, and agree 
that such ri^l, title and interest can be forfeited to the United States, without further notice to 
me. I also agree to execute and record any and all documrats necessary to transfer the funds to 
the United States as part of a forfeiture judgment, hi the event that I am subject to a monetary 
judgment arising from a successful claim by any third-party claimant in the Enron Corp. 
bankruptcy proceeding ftnre: Enron Coro., et al. .. No. 01-16034 (AJG), S.D.N.Y.), the 
govemm^t agrees to dismiss its forfeiture action in the amount of any judgment. If no judgment 
is entered prior to the conclusion of the bankruptcy proceeding, the government shall be entitled 
to pursue a final judgment of forfeiture in the full amount of $2.1 million. The parties agree that 
the $2.1 million shall be applied against my obligation to pay restitution. 

9. I agree to cooperate with the U.S. Attorney’s Oflice before and after I am 
sentenced. My cooperation will include, but will not be Umited to, the following; 

a. I will respond truthfully and completely to any and all Questions put to me, 
whether m interviews, before a grand jury or at any trial or other proceeding; 

b. I will provide all documents and other material asked for by the government; 

c. I will testily truthfully at any grand Jury, court or other proceeding as requested by 
the government, including in any non-criminal federal proceeding or any state 
proceeding pursuant to paragraph 17, below; 

d. I wi li surrender any and all assets acquired or obtained directly or indirectly ^ a 
result of my illegal conduct, as defined in paragraph 8; 

e. I will request continuances of ray sentencing date, as necessary, until my 
cooperation is completed; 

f. I will tell the goverrunent about any contacts 1 may have personally with any 
co-defendants or subjects of investigation, or their attorneys or individuals 
employed by their attorneys. 


10. 1 agree that the government’s decision whether to file a motion pursuant to 

U-S-S.G. §5K1 .1, as described in the governnient promises section below, is based on its sole 

PLEA AGREEMENT 
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and exclusive decision of whether I have provided substantial assistance and that decision will be 
binding on me. I understand that the govemm«it’s decision whether to file such a motion, or the 
extent of the departure recommended by any motion, will not depend on whether convictions are 
obtained in any case. I also understand that the Court will not be bound by any recommendation 
made by tiic government. 

11. I agree not to commit or attempt to commit any crimes before sentence is imposed 
or before I surrender to serve my sentence; violate the terms of my pretrial release (if any); 
intentionally provide false information or testimony to the Court, the Probation Office, Pretrial 
Services, or the government; or fail to comply with any of the other promises I have made in this 
Agre«nent. I agree that, if I fail to comply with any promises I have made in this Agreement, 
then the government will be released from ail of its promises, but 1 will not be released from my 
guilty plea. 

12. If 1 am prosecuted after failing to comply with any promises I made in this 
Agreement, then (a) I agree that any statements I made to any law enforcement or other 
government agency or in Court, whether or not made pursuant to the cooperation provisions of 
this Agreement, may be used in any way; (b) I waive any and all claims under the United States 
Constitution, Rule 1 1(e)(6) of the Federal Rules of Criminal Procedure, Rule 410 of the Federal 
Rules of Evidence, or any other federal statute or rule, to suppress or restrict the use of my 
statements, or any leads derived from those statements; and (c) 1 waive any defense to any 
prosecution that it is haired by a statute of limitations, if the Limitations period has run between 
the date of this Agreement and the date I am indicted. 

13. I agree that this Agreement contains all of the promises and agreraients between 
the ^vemment and me, and T will not claim otherwise in the future. 

14. I agree that this Agreement binds the U.S. Department of Justice only, and does 
not bind any other federal, state, or local agency. 

The Government's Promises 

15. The government agrees to move to dismiss any open charges pending against the 
defendant in the captioned indictment at the time of sentencing. 
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1 6. The government agrees not to 01e or seek any additional charges against the 
defendant that could be filed as a result of the investigation that led to the pending indictment. 

1 7. The government agrees not to use any statements made by the defendant pursuant 
to this Agreement against him, unless tiae defendant fails to comply with any promises in this 
agreement. The government may, however, provide the defendant’s statements to or require the 
defendant to submit to an interview by any federal or state agency, or require him to provide 
testimony in any federal or state proceeding, so long as his statements may not be used against 
him. The government may also tell the Court and the U.S. Probation Department about the full 
extent of the defendant’s criminal activities in connection with the calculation of the Sentencing 
Guidelines. 

18. If, in its sole and exclusive judgment, the government decides that the defendant 
has cooperated fully and truthfully, provided substamial assistance to law enforcement authorities 
vvdthin the meaning of U.S.S.G. §5K1 . 1, and otherwise complied fully with this Agreement, it 
vdll file with the Court a motion under §5K1 .1 and/or 1 8 U.S.C. §3553 that explains the nature 
and extent of the defendant’s cooperation and recommends a downward departure. 

I 19. Based on the inforaialion now known to it, the govemroeni will not oppose a 

downward adjustment of three levels for acceptance of responsibility under U.S.S.G. § 3E] .1 . 

The Defendant’s Affirmations 

20. 1 confirm that I have had adequate time to discuss this case, the evidence, and this 
Agreement with my attorney, and that she has provided me with all the legal advice that I 
requested. 

21. I confirm that while I considered signing this Agreement and, at the time 1 signed 
it, I was not under the influence of any alcohol, dmg, or medicine. 

22. I confirm that my decision to enter a guilty plea is made knowing the charges fliat 
have been brought against me, any possible defenses, and the benefits and possible detriments of 

// 

// 

// 
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proceeding to trial. 1 also confirm that my decision to plead guilty is made voluntarily, and no 
one coCTced or threatened me to enter into this agreement. 


Dated: OttJw 


riMOTHY N. BELDEN 


TJ 

Defendant 


Dated: Octetiy Ka.I OJt 


KEVIN V. RYAN 
United States Attorney 



PATRICK D. ROBBINS 
MATTHEW J. JACOBS 
Assistant United States Attorneys 
USA V. TENORIO-KUTZKEY 
Special Assistant United States Attorney 

LESLIE R. CALDTOLL FW\ 

Director, Enron Task Force 

I have fiilly explained to my client all the rights that a criminal defendant has and all the 
terms of this Agreement In ray opinion, my client understands all the terms of this Agreement 
and all the rights he is giving up by pleading guilty, and, based on the information now known to 
me, his decision to plead guilty is knowing and voluntary. 


Dated; Mnlli'l' 


14 - 




CRISTINA ARGUED. 
Attorneys for Defendant- 
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UNITED STATES DISTRICT COURT 
NORTHERN DISTRICT OF CALIFORNIA 
SAN FRANaSCO DIVISION 


UNITED STATES OF AMERICA 
Plaintiff, 

V. 

TIMOTHY N. BELDEN, 
Defendant. 


Ci?02 0313 


VIOLATION: 18 U.S.C. § 371 - Conspiracy 
to Commit Wire Fraud T T trt i 


SAN FRANCISCO VENUE 


INFQRMATJQN 


The United States Attorney charges; 

1. At all relevant times, Enron Coip. (‘'Enron”) was a publicly traded Oregon 
corporation with its headquarters in Houston, Texas. Through its subsidiaries, Enron was 
engaged in the purchase and sale of natural gas and electricity, construction and ownership of 
pipelines and power facilities, provision of telecommunications services, and trading in contracts 
to buy and sell various commodities. Before Dwember 2, 2001, Enron was the seventh largest 
corporation in the United States. 

2. From approximately 1997 to February 2002, the defendant TIMOTHY N. 
BELDEN was employed by Enron in its West Power Trading Division (“West Power”) in 
Portland, Oregon. From 1997 to 1998, BELDEN was the Director ofWest Power’s California 
OTcrgy desk and was responsible for buying and selling wholesale electricity in the State of 
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I California, in 1 999, BEIDEN was promoted to Vice President, and later Managing Director, of 
West Power. BELDEN oversaw the marketing and supply of electricity and related services by 
Enron to consumers of wholesale electricity in the Western United Stat^. 

3. Prior to 1996, the California wholesale electricity industry was organized around 
three regulated utilities. Pacific Gas & Electric Co,, Southern California Edison, and San Diego 
Gas & Electric. The utilities provided electricity to retail customers, managed system reliability 
and the electric transmission system, and owned and operated the electricity generating plants. 
During this time, the price of electricity was seL by the California Public Utilities Commission. 

4. In 1996, California enacted legislation to restructure the state’s electricity market. 
The legislation was intended to reconfigure the market from one dominated by monopoly utilities 
to one subject to market forces. Wh j le the utilities remained responsible for saving the needs of 
their electricity customers, the legislation required them to sell most of their electricity genCTation 
plants to private companies. The legislatianalso created two new institutions, the California 
Power Exchange (“PX”) and the California Independent System Operator (“ISO”). The PX was 
intended to be the primary marketplace for wholesale electricity in California. The ISO was 
charged with managing the slate’s electricity transmission grid, which included maintaining a 
balanced energy market, purchasing “ancillary services” (readily available eraergcncy stand-by 
power), and managing transmission flow over the electric power lines. 

5, Through the markets operated by the PX and ISO, generators and energy 
marketers (including Enron) bid for and scheduled fixed amounts of electricity for delivery to 
their wholesale and retail customers (known as “load”). From 1998 to 2001, thePX operated 
two electricity markets, the “day-ahead market,” for energy delivery the following day, and the 
“day-of market,” for energy delivery the same day. The IS 0 operated the ‘Teal-time” electricity 
market Through the ‘Teal-lime" market, the ISO bought and sold power to account for and 
correct any imbalances between supply and demand during each operating hour. At ten minute 
intervals, the ISO also set the “ex -post” price for “real-time” supplies of electricity. Suppliers to 
the ISO typically received the highest price paid during the relevant interval. 

6. The ISO was also responsible for managing California’s electricity transmissicn 
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system. The transmission system is a set of inlerconnecling power lines that carry electricity 
into, through, and out of California. These power lines vary in both distance covered and 
electricity capacity. In part to ensure that electricity supplies did not exceed transmission 
capacity, the ISO required the schedules submitted by energy marketers and generators to identify 
the amount and type of electricity to be sent, where the electricity was coming from, and where it 
was going. 

7. Depending upon the total amount of electricity scheduled and the net direction of 
the electricity flow, a power line could become “congested.” When congestion occurred, an ISO 
computer program calculated a “congestion management fee.” The fee was essentially a toll for 
using an overcrowded power line. The proceeds of that toll were paid to two groups: (1) the 
owners of the congested line; and (2) the unities who “relieved” congestion by either reducing 
the amount of scheduled energy or scheduling energy in the opposite direction of the congestion. 

8. As noted above, the ISO also operated a market for “ancillary services.” Through 
this market, the ISO bought stand-by electricity generation capacity that it could draw upon in the 
event of a sudden loss of electricity supply. By regulation, the ISO was required to have an 
amount of generation capacity on stand-by equal to 7 percent of the total amount of scheduled 
demand for the State. If the ISO anticipated that it would not have enough stand-by capacity 
available, it was forced to declare an Erocrg«icy. The ISO rated Emergencies as Stage 1, Stage 
2, or Stage 3. A Stage 3 Emergency was the most severe Stage and indicated that, without 
significant ISO intervention, the supply of electricity to the ISO’s control area (the vast majority 
of the State of California) was in danger of imminent collapse. Depending on the extent of the 
Emergency, the ISO ordered certain industrial customers to curtail their consumption of 
electricity, or ordered regional power blackouts. 

9. When there was an insufficient amount of supply to meet demand, the ISO was 
jfbrced to solicit additional electricity from outside California, known as “out of market” 
electricity. The purchase of “out of market” electricity was unlike any other electricity purchase, 
in that it was not sut^ect to the fedcraIIy-q>proved price cap foi energy within the State of 
California. 
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10. On a monthly basis, the ISO calculated the total amount of electricity and 
ancillary services supplied by each energy mariceier and generator, the associated congestion 
management fees, and the total amount of electricity consumed by each wholesale customer. The 
ISO then issued a net payment to the suppliers and billed the customers for the appropriate 
amounts due. The ISO sent paymwtts to generators and electricity marketers (including Enron) 

, for electricity, ancillary services, and congestiun fees by wire transmission through the Bank of 
I America in San Francisco, California. 

1 1 . The newly deregulated elw:tricily market performed fairly well during its first two 
years of operation. However, on May 22, 2000, the California energy market fell into a crisis 
that continued for more flian a year. Electricity supply declined. Generators often failed to 
operate their plants at full capacity and shut down plants at rates well-above historical averages. 
Due to this shortage of energy supply, the ISO repeatedly purchased “out of markef* electricity at 
prices above the price cap. By late 2000, the rate of and price paid for “out of market” electricity 
r^idly accelerated. The price paid for "ancillary services” also jumped during lie crisis. From 
November 2000 to December 2000, prices for all “ancillary services” increased between 127% 
and 650%. Finally, the prices for wholesale electricity in the PX and ISO markets also 
skyrocketed. Prior to May 2000, electricity prices consistently averaged $24 to $40 per megawatt 
hour (a megawatt hour is an amount of electricity sufficient to serve the needs of approximately 
750 homes for a one-hour period). By December 2000, the height of the crisis, prices reached 
$l,500pej megawatt hour. 

12. The California energy crisis impacted more than the price of electricity. The crisis 
threatened the reliability of California’s oitire clcclric system. From 1998 to 1999, the ISO 
declared 17 Emergencies, none of which were rated as a Stage 3. From 2000 to 2001, the ISO 
declared 265 Emergencies, 39 of which were Stage 3 Emergencies. Between November 1, 2000 
and May 31, 2001, the ISO ordered powff blackouts and service interruptions on 38 days. These 
blackouts and service interruptions disrupted commerce and compromised public safety, 
affecting roughly one-third of all Californians, 

13. The ISO estimates that during the one year period between May 2000 and May 
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2001, purchasers of electricity in the Suite of California paid approximately $8.9 billion more 
than they would have under competitive market conditions. In 1999, Enron’s electricity trading 
arm, West Pow®-, generated approximately $50 million in revenues, ha 2000, West Power 
generated approximately $500 million in revenue. In 2001 , West Power generated approximately 
$800 million in revenue. This increase in Enron’s revenue was attributable to the dramatic rise 
in electricity prices during the California energy crisis in 2000 and 2001 and to the execution of 
the sch^es described below . 

SCHEME TO DEFRAUD 

1 4. Beginning in 1 998 and continuing Ihiough 2001 , within the Northern District of 
Califomia and elsewhere, the defendant TIMOTHY N. BELDEN and others did knowingly 
devise and attempt to devise a scheme and artifice to defraud and to obtain mon^ and property 
by means of false and fraudulent pretenses, representations, and promises from electricity 
customers in California and other participants in the Califomia wholesale electricity markets. 

15. It was part of the scheme and artifice that defendant BELDEN and other Enron 
officers and employees, directly and indirectly, engaged in trading strategies that involved the 
submission of false and fraudulent schedules, bids, and information to the PX and the ISO. 
Among other things, defendant BELDEN and others did knowingly file, and cause to filed, 
energy schedules and bids that: 

(a) misrepresented the nature and amount of electricity Enron proposed to 
supply, as well as the load it intended to serve; 

(b) created false congestion and falsely “relieved” congestion on California 
transmission lines, and otherwise manipulated the ISO^s calculation of 
congestion managemCTt fees; 

(c) misrepresented that energy was from out-of-state, when in fact the ener^ 
was from the State of California, exported and then imported back; and 

(d) falsely represented that Enron intended to supply energy and ancillary 
services it did not in fact have, and did not intend to supply. 

16. The purpose of the scheme and artifice to defraud was to artificially increase the 
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price EnrgD received, to receive payments for s«vices Enron did not in fact provide, and to 
manipulate the market price in certain markets. 

COUNT ONE : 1 8 U.S.C. § 371 (Conspiracy to Commit Wire Fraud) 

17. Paragraphs 1 thiough 16 of this biformation are realleged and incorporated as if 
fully set forth here. 

18. In or about and between 1998 and 2001, both dates being both approximate and 
inclusive, within the Northern District of California and elsewhere, the defendant 

TIMOTHY N- BELDEN 

and others known and unknown, conspired to and did devise a scheme and artifice to deEaud and 
to obtain money by false and fraudulent pretenses, representations, and promises, and for the 
purpose of exatuting such scheme and artifice, iransmitted and caused to be transmitted wire 
communications in interstate commerce, all in violation of Title 18, United States Code, Section 


1343. 


1 9. Among the means and methods by which the defendant TIMOTHY N. BELDEN 
and his co-conspirators would and did carry out the conspiracy were those described in Paragraph 
15 of this Information, as weD as others. 

20. In furtherance of the conspiracy and to effect the objects Thereof, the defendant 
TIMOTHY N. BELDEN and his co-conspirators committed and caused to be committed the 
following overt acts in the Northern District of California and elsewhere: the monthly 
transmission by the ISO of payments to Enron for electricity, congestion fees, and ancillary 
services, sent by wire transmission through the Bank of America in San Francisco, California, 

All in violation of Title 18, United States Code, Section 371 . 

DATED: KEVIN V. RYAN 



(Approved as to foi 
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rnmmittee on Governmental Affairs 

EXHIBIT #A-57 


Reviewed for Mvitege 

Re.'r Bs jaial 

Stoel Rives OP 

Memorandum 

December 6, 2000 

TO: RJCHARB SANDERS 

FROM; CHRISTIAN YODER AND STEPHEN HALL 

RE: Traders’ Strategies in the California Wholesale Power Maikets/' ISO Sanctions 


CONFWENTrAL: ATTORmY/CUENT FRJVILEGE/A TTORNEY WORK PRODUCT 


This mcmoraiMiutn analyzta certain trading strategics that Enron’s tradwi; are using in the 
California wholesale energy markets. Section A explains two popular strategics used by the 
traders, “inc-ing” load and relieving coiigestioii. Section B describes and analyzes other 
strategies used by Enron’s traders, some of which are variations on ”inc-ing” load or relieving 
congestion. Section C discusses the sanction provisions of the California Independent System 
Operator (“ISO”) tariff. 

A. The Big Picture 

1. “InC'ing” Load Into The Real Time Market 

One of the most hmdamental strategies used by the traders is referred to as ‘”inc-ing’ 
load into the real time market.” According to one trader, this is the ‘oldest trick in the book ’ and, 
according to several of the traders, it is now being used by other market participants. 

To understand this strategy, it is important to understand a little about the ISO’s reaMime 
m^et.’ One responsibility of the ISO is to balance gerwraiion (supply) and loads (demand) on 
the California transmission system. During its real-time energy balancing function the ISO 
pays/charges rnaark^ parheipants for increasing/decreasing their generation. The ISO 
pays/clwg«s market panicipanis under two schemes; “instructed deviations” and “uninstaictcd 
deviationa.” Instruct deviations occur when Uic ISO selects supplemental energy bids from 
generators offering to supply energy to the market in real time in response to ISO instructions. 
Market participate that inaeasc fbeir generation in response to instructions (“inslTucied 
deviation") from the ISO we paid the ’Inc” pries. Market participants that increase their 


' The “real-time” CTcrgy market is also known as tlie imbalance energy market. The 
imbalance energy market can be further subdivided into the(l) supplemental energy or 
instractol deviation market and (2) the ex post market or uninstnicled deviation market. 
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gsrier^ion without an instmdion from the ISO (sm “unimmicf^ devsiriion”) are paid tiic ex post 
“dec" price. In rral-time, the ISO isai^ instmctions and pirfjlishes ex post prices at tcn-rrJnule 
intervals. 

‘“Ine-ing load’ into the real-time mailcer is a strategy ih^ eni^!«i Enron to send excess 
generation to the imbalance enei^ market as ao umn^trocted deviation. To participate In the 
imbalance energy market it ts necKsaiy to Imve & 1^ I MW of load. Tbc reason for tills is 
Ihjit a generator cannot schwiule energy onto the' grid wiAoul having a corresponding load. ITic 
ISO requires schooling c<Ktrdirmtors to taibttut balanced schedules; i.e., goier^on must equal 
load. So, if load must equal generation, iww can Enron end up with excess generation in the 
isal-time market? 

The answer is to artificially increase (“inc’^ the load on the schedule subndtled to the 
ISO. Then, in resl-time, Enron the generarion it scb«jiuJed, but does not take as much Icsui 
as scheduled- The ISO’s metera record that Enron did not draw as much load, leaving it with an 
cxce^ amount ofgenerarion. The ISO gim Enron credit for the excess generation *md pays 
Eraron the dec price multiplied by the Dumber of excess megawatts. example will 

demonstrate this^ Enron will submit a day*ahead schedule showing 1 000 MW of generation 
scJjeduled for delivery to Enron Energy Services (“EES"). The ISO receives the schedule, which 
says "ICflO MW ofgcne^on’' and “lOOO MW of load.” The ISO sees that the schedule 
balances and, assuming there is no congestion, schedules trausmlsston for (his transaction. In 
real-time, Enron sends 1000 MW ofgtaieratioo, but Enron Energy Services only draws 500 MW, 
The ISO’s ttKtersshow that Enronmadeanct comributiemto thegrid of 500 MW, and so the 
ISO pa)« Enron 500 limes the dec price. 

The traders arc able to anticipate vdicn die dec price will be favorable by comparing (ha 
ISO’s forecasts with (heir ovm. When the traders believe that the ISO’s forecast underestimates 
the expected load, they will inc load inlo the real (unc raarkei because they know that the market 
W'jl) be short, causing a tavorabic movement in real-time ex post prices. Of course, the much- 
criliciaal strategy of CaJifomia’s investor-owned Ulilitics fTOUs") of underscheduting load in 
the dny-ahei«S matkelhas contnbuted to the rcal-tirac market being shon. The traderehave 
learned lo build such underecheduling into their models, as well. 

Two other points bear mentioning. Although Enron may have been the first to use this 
strate^, othws have picked up on it, too. I am told this can be sho^m by looking at Uw ISO’s 
real-time mdering, which shows that an excess amount of generation, over and above Btuoii’e 
contribution, is making it to the imbalance market as an uoinsirucied deviation. Second, Enron 
has performed this service for certain other customers for which it acts as scheduling 
coordinator. The customers using this service are companies such as Powerex and Puget Sound 
Energy ("PSE"), that have generation lo sell, but no native Callforma load, gecausc Horoti has 
nalive Culifomia load through EES, it is ^le to submit a schedule incotporcting the genetados 
of a generator like Powerex or PSE and balance the schedule with "dummied-up" load Irom 
EES. 


Interestingly, this strategy appears to benefit the reliability of the ISO's grid. It is well 
known tlie California lOUa have systematically undetscheduled their load in the PX's Day- 
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Ahead market. By underecheduling thw load into Ac Day-AheiKJ market. Ac lOUs have causal 
the ISO to ]^ve to call on cneigy in real time in order lo keep Ae transmission system in balance. 
In oAer words, Ae transmission is ^ort energy. 0y dclil^rately overschcdulmg load, 

Enron has been ofisonmg Ae ISO’s real time energy deficit by supplying exba en^gy that Ac 
ISO n^is. Also, it should be noted Aat in Ae ex post market Enron is a ‘^rice taker,” ra«mi^ 
Aat AByarcnoi submitting bidsor«rffcts,i»l arc just being paid Ac value of Ae energy Aat Ac 
ISO needs. If tlie ISO did not need the ai«gy, Aedec price would quickly drop lo SO. So, Ac 
fact Aat Emon was gcAng paid for this dtows that Ae ISO n^ai Ac energy to balance 
AetniDstnissior. systOT and ofTait the lOU's underscfaeduling(if Aosepartiw ownEinn 
Transmission RijAA C'ETl^") over the path)- 

2. Relieving Congestion 

The second strategy used by Enron’s triers is to relieve system-wide congestion in Ae 
real-time which congt^tion was created by Enron’s trad«Tj in Ae PX’s Day Ahead 

Market. A order to relieve transmi^ion congestion (i.e., Ac cner^ scheduled for delivery 
exc<^ ihe capacity of Ae transmission paA), Ac ISO makes payments lo panics that cither 
schedule transnii^ion in the opposite Aroction f\»unlcrP.ow payments") or that simply reduce 
their generatjondoad schedule. 

Many of the shategics used by Ae traders involve structuring trades so Aat Enion ge« 
paid Ae congestion charge. Becwi.se Aecoogestioo charges have berai as hi^ as $750/MW, it 
can often be profitable lo sell power at a loss simply to be able to collect Ae congestion paymenL 

B, Representotive Trading Strategies 

The siraiegies listed below are examples of actual strategies used by Ac traders, many of 
which utilize Ae two basic principles described above. In some cases, the siralegics ^e 
idcntifial by Ac mcknames Aat (he traders have assigned to Acm. In some cases, i.c,, "Fat 
Bo)',” Ennm’.s traders have usal these nicknames wiA traders from oAer companies to ideniily 
these strategics. 

1 . Expo« of CaUfomia Power 

a. As a result of Ac price A Ae PX and ISO (currently $250). Enron has been 
able to take advantage of arbitrage opportunities by buying enwgy ai the ?X for 
expon outside California. For example, yesterday (December 5, 2000), prices at 
Mid-C peaked at S 1 200, while California was capped at S230. Thus, t^ers 
could buy power at $250 and sell it for $1 200. 

b. This strategy appears not to present any problems, oAer Aon a public relations 
risk arising from the foci Aw such exports may have comribuicd to California's 
declaration of aStage2 &nwgency yesterday. 


2 ., 
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a. The goal is to get paid fw stsidmg eieigy in fte opposite direction as die 

constrained path (counlerflow fayment). Under the ISO’s tariff, 

scheduling «wrdinaiors Aal i^Aedole eteigy in Ae opposite dirwtion of Ac 
conation on a constoined pstfi get latd Ae congestion charges, which arc 
diarged to scheduling coordinatt^s scheduling energy in Ae direction of the 
consttainL At times, Ac value of Ae ctmgestion paymwils can be greater than Ac 
value of Ae energy itself. 

b. This sAategy is accomplished by aAeduling non-firm ener^ for deliveiy from 
SP'15 or NP-I5 to a control area outside CaKforaia. This energy must be 
schaJulaj thr«: houre before ddivety. After two hours, Enron gefr paid Ae 
countefiow charges. A trader Aen cute Ae non-tkm power. Once Ae non-firm 
^wer is cut, Ac congestion resumes. 

c. The ISO pasted notice in early August prohibiting Ais practice. Enron’s tradera 
stopp^ Ais practice immediately following Ae ISO’s posting. 

d. Tlffi ISO objected to the fact Aat Ae generators were cuAng Ae non-firm cneigy. 
The ISO would not object to Ais transaction if Ae energy was eventually 
exported. 

Aj^artaiily, the ISO hea^^ly documailcd Enron’s use of Ais strategy. Th^forc, this 
strategy is Ae more likely Aan most to receive attention from the ISO. 

2. “Death Star” 

a. This strategy earns money by scheduling transmission A Ae opposite direction of 
congestion; i.e., schedule transmission norA in Ac sununertirae and souA in Ae 
winter, and Aen collccimg Ac congestion pa>mente. No energy, however, is 
actually put onto Ae grid or taken off. 

b. For example. Enron would first import non-fimt energy at Lake Mead for export 
to Ae Califomia-Oregon border ("COB"). Because Ae energy is traveling in Ae 
opposite Arcction of a constrained ime, Enrwi gets paid for Ae coimtorflow. 

Enron also avoids paying ancillary service charges for this export because Ac 
energy is non-firm, and Ae ISO tariff does not require Ac purchase of ancillary 
services for non-firm energy. 

0 . ScconA Enron buys transmissiwi from COB to Lake Mead at lariff rates to serve 
the import. The transmission line from COB to Lake Mead is outeidc of the ISO’s 
control area, so the ISO is unaware that Ae same energy being cxpottecl from 
Lake Mead is simultaneously being imported into Lake Mead. Slrnilarly. because 
Ac COB to Lake Mead line is outside Ae ISO's control area, Enron is not subject 
to payment of congestion charges because transmission charges for the COB to 
Lake Mead line ore assessed based on imbedded costs. 


4 


d. The ISO probably cannot loa^ly tins i^anice b«iause Uie ISO only sees 
what is happening inside ils <»rdn}l area, so it tmly sees half of die picture. 

e. The net effect of these transaction is tiial tein gets for moving ener^ to 

relieve congt^ion widiwit at^ally raovmg any energy or relieving any 
congestion. 

“Load Shift” 


a. This sh^tegy is applied to the Day-Ahead and the real-dine markets. 

b. Enron shifts load fi»m a c«igestcd zone to a less congested zotw, thereby e^^rang 
payments for reducing amgesdan, i.e., not using our FTRs on a constrained path. 

c. This strate^ requires diat Enron have FTRs connecting the two zon^. 

d. Aliraderwill ovcischcdulc load in one zone, i.e.,SP-15, and undcrschcdulc loiud 
in another zone, i.e„ NP-l 5. 

Such scheduling will often raise the congestion price in the zone where Itxid wiis 
overadi^led. 

The trader will then “shift” the overschcdulcd “load” to the other zone, and gel 
paid for the unused FTRs. The ISO pays the congestion charge {if there is oite) to 
market participants that do not use their FTRs. The effect of this action is to create 
the appearance of congestion ftirough the deliberate overstatement of loads, whidj 
causes the ISO to charge congestion charges to supply scheduled for delivery in 
the congested zone. Then, by reverting back to its true load in the respective 
zones, Enron is deem«l to have relieved congestion, and gets paid by the ISO for 
so doing. 

e. One concern here is that by knowingly increasing Die congestion costs, Enron is 
effectively increasing the costs to all market participants in the real time market. 

f. Following this strategy has produced profits of approximately J30 millioo for FY 

2000 . 

“Get Shorty” 

a. Under this strategy, Enron sells aiKillary services in the Day-ahead markeL 

b, Then, the next day, in the real-time market, a trader "zeroes out” the ancillary 
services, i.e., cancels the commitment and buys ancillary services in the real-time 
nrarket to cover its position. 
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c. nie profit is made by shoffing the ancillary i.e., sell high md buy back 

at a lower price. 

d. One corKsm here is that the tfadera are ^^ying tlus strategy widiout having the 
ancillary services on stimdby. ITw ttadets arc careful, however, to be sure to buy 
services right at 9:00 a.ni. so that Enron is ik)! actually called upon to provide 
ancillary services. However, onee, aixtdent, a trada- inadvertently failtxl to 
cover, and the ISO called <ai th(»e aiKiUary savices. 

e. This shategy mi^t be characterized as “paper trading " because the selto dtwss 
not actually lave the ancillary services to sell. FERC recently denied Morgan 
Stanley’s rw^utst to pap<^ trade on the New York ISO. 

The ISO lariff does provide for situations where a scheduling coordinator sells 
artoillary servici^ in the day ahead market, and then reduces them in the day-of 
maiket. Under Uiwe circumstances, the tariff simply requires the scheduling 
coordinator r^lace the capacity in die hour-ahead market ISO Tsifi:, SBP 5.3, 
Buf'Biick of Ancillijay Services. 

t The ISO t^ff ra^uires that schedules and bids for ancillary servicra identi^' the 

specific g?:neraring unit or system unit, or in live case of external irnpons, tJto 
selling rmtity. As a consequence, in order to short the ancillary services it is 
necessary to submit false information that purports to identify the source of the 
ancillary service. 

5, “Wheel Out” 


a. Hus strategy is used when the intcrUcs arc set to zero, i,c„ completely 
constsmned. 

b. First, knowing that the intertie is completely constrained, Hnron schedules a 
transmission fiow through the system. By so doing, Enron cams the congestion 
charge. Second, because the line’s capacity is set to “0,” the traders know that 
any power scheduled to go through the inter-lie will, in fact be cut. Therefore, 
Enron earns the congestion counicrflow payment without having to actually send 
energy through the iniertie. 

c. As a rule, the traders have learned that money can be made through congestion 
charges when a trarumission line is out of service because the ISO will never 
schedule an energy delivery because the inicriic is constrained. 

6. “Fat Boy” 

a. This strategy is described above in section A (I) 

7. “Ricochet” 
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a. Enron buys energy fttm PX in the Of mark^, and schedule it for e)($ort. 

The is ^nt out of Califi^a to awther party, which charges a small fee 
per MW, and then Enron buys it b«i to sell the energy to the ISO realdime 
market 

b. The effect of this strategy on otaiket prices tmd supply is complex. First. U is 
clear that Fairon’s interjt under this strate^ is solely to arbitr^e the spread 
between the PX and the ^O, and to serve load or meet contractiml 
obligations. Second, Ricochet increase the Maket Clearing Price by 
increasing the demrind for en«r^. (Increasng the MCP does not (Erectly benefit 
Enron because it is buying Oicrgy ftom the PX. but it ccrtamly afffects other 
buyers, wfio must pay Sw same, higiter price.) Third, IRicochet appears to have a 
neutral cfiect on supply, becioise it u returning the exp^led cner^ as m import. 
Foiu^ the parties ibzl Enron for supplfying energy lo the real time ex p^( 
maritet arc the parties that onderscbodulc^ or underestimated their load, i.e., the 
lOUs, 

8. Selling KQ«-ftnn Energy as Firm Encr^ 

a, Ike tfadcre cuimnoniy sell non-firm energy to the PX as “rim." “Firm energy,” 
in this context, means that the energy includes ancillary services. The result is 
dial the ISO pays S»MI for andllary services tliat Enron claims it is providing, 
but does not In fact provide. 

b, ITtc traders claim that “everybody does this,” especially for imports from the 
Pacific Northwest into California. 

c, Ai least one complaint was filed with die ISO regarding Enron’s practice of doing 
this. Apparcaally, Arizona Public Service sold non-finrv energy lo Enron, which 
turned around and sold the energy to the ISO as firm. APS cut tlie energy flow, 
and then called the ISO and told the ISO what Enron had done. 

9. Scheduling Energy To CoUeci the Congesu'on Cliarge 11 

a. In order to collect the congestion charges, the traders may schedule a counterflow 
even if they do not have any excess generation. In real lime, the ISO will sec that 
Enron did deliver the energy it promised, so it will charge Enron die inc price for 
each MW Enron was short. The ISO, however, still pays Enron the congestion 
charge. Obviously a loophole, which the ISO could close by simply failing to pay 
congestion charges to entities that failed lo deliver the energy. 

b. This strategy is profitable whenever the cccgcsiion charge is sufficiently greater 
than the price cap. In other words, since the ex post is capped at S250, whenever 
the congestion cliar^ is greater than S2S0 it is profitable lo schedule 
coiinierfiows, collect the congestion charge, pay the ex post, and keep the 
differeucc. 

C. ISO Tariff 
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ITie ISO tariff prohibits "gaming," 'irtndi it ^fines as follows: 


■’Gaming,*' or takmg tt^air advmtage of fte mies and proceduros set forth in the 
PX or ISO Tariffs, or Acti\i^ Rules, or of tKmsmission constrainte in 

paiod in which exist ^thstwtial Ctm^^ion, to Uie detri ment of the efficiency of, 
and of consumos in, 4e ^ •XJambg” may also include faking undue 

advantage of other conditicms ftat may affect the availability of tnmsmi^ion and 
generation sudi as loop flow, teility out^es. level of hydropoww 

output or seasonal limits cmagy imports from oul-of-state, or actions or 
behaviors diat may otherwise rerid«- Uie system and the ISO Markets vulnerable 
to price mairipulaiion to the detriment of ^Ir efTtcicticy." ISO Maricct 
Monitoring and. Informtion Protocol {‘‘MMIP’'), Section 2.1.3. 

The ISO huiff also prolubits "anomalous market behavior,” which includes “unusual trades or 
bansactions”; "priGing and bidding patterns th^ are Inconsistent with prevailing supply smd 
dcmmid conditions”; and “unusual activity or circumstances relating to imports from or exports 
to other markets or exchanges.” MMIP, Section 2,1. 1 et seq. 

Should it discover such activities, the ISO tariff provides that the ISO may lake the 
following action; 

1. Publicize such activities or bdiavior and its recommendations thereof, "rn 
whatever medium it believes most appropriate. " MMIP, Section 23,2 (emphasis 
added). 

2. ‘fhe Market Surveillance Unit may recommend actions, including fines and 
suspctusions. against specific entities in order to deter such activities or beiiavior. 
MMIP, Section 2.3.2. 

3. With t^pecl to allegations of gaming, the ISO may order ADR. procedures to 
determine If a particular practice is better characterized as improper gaining or 
“legicmiate aggressive competition." MMIP. Section 2,3.3. 

4. iQ cases of “serious abuse requiring expeditious investigation or action” tltc 
Market Surveillance Unit shall refer a matter to the appropriate regulatory or 
antitrust enforcement agency. MMIP, Section 3.3.4. 

5. Any Market Participant or interested entity may file a complaint with the Market 
Surveillance Unit. Followlog such complaint, the Market Surveillance Unit may 
“carry out any investigation that it considers appropriate as to the concern ra^cd." 
MMIP, Section 3.3.5. 

6. The ISO Governing Board may impose “such sanctions or penalties as it believes 
necessary and as arc permitted under the ISO Tariff and related protocols 
approved by FERC; or it may refer the matter to such regulatory or antitrust 
agency as it sees fit to recommend the imposition of sanctions and penalties,” 
MMIP, Section 7.3. 
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WASHINGTON, D.C. 20426 

NEWS RELEASE 

NEWS MEDIA CONTACT: FOR IMMEDIATE RELEASE 

Barbara A. Connors August 23, 2000 

(202) 208-0680 Docket Nos. ELOO-95-000 and 

ELOO-98-000 


COMMISSION ADDRESSES CALIFORNIA ELECTRICITY MARKETS, 
ORDERS INVESTIGATION 

The Federal Energy Regulatory Commission today ordered a formal investigation 
of the electric rates and structure of California's Independent System Operator (ISO) and 
power exchange (PX) as well as market-based sellers in the California market. 

The decision to launch a formal investigation was taken at this time so the process 
can be accelerated when the Commission staff concludes a previously aimounced 
nationwide fact-finding probe of electric markets and recent price spikes. The findings 
of the national probe will be presented to the Commission which will then decide on any 
formal action. Today's order directs staff to focus its investigation as soon as possible 
on California and the Western region and also launches the separate formal Commission 
investigation in California. The formal investigation will permit the Commission to take 
remedial action if rates are found to be unjust and imreasonable. 

The Cahfomia investigation comes in response, in part, to a complaint from San 
Diego Gas & Electric Company (SDG&E). It is appropriate, the Commission said, to 
investigate not only public utility sellers' rates in the ISO and PX but also the tariffs and 
agreements of the ISO and PX to determine whether market rules need to be modified. 

Chairman James J. Hoecker commented: "SDG&E has asked us to limit what it 
believes to be excessive rates in the California wholesale market. We did that three 
weeks ago. Today, we affirm that action. This order demonstrates that the Commission 
is committed to reasonable rates for consumers of power. I believe we must pursue that 
goal vigorously within the limits of our authority. I therefore directed staff two weeks 
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ago to accelerate the California portion of our national market investigation. And, I 
anticipate that at least one hearing pursuant to today's order will be held in San Diego. 
We do not find finger-pointing to be helpful at this juncture. Rather, the Commission 
recognizes the importance of getting all the facts before passing judgment on how this 
circumstance could have been avoided or what we must do to ensure that power markets 
function well in the future. " 

The Commission has said that while many of the factors that have contributed to 
recent increased prices in California's retail market are under the jurisdiction of state 
regulators, the Commission is committed to working with California officials to ensure 
that consumers have an efficient, affordable and reliable electric power market. 

In addition to the new investigation, today's action denies the San Diego utility's 
request for an immediate broad $250 per MWh price cap on all sellers in Cahfomia. 
SDG&E did not present evidence that all potential sellers in California have market 
power, nor did it show why a broad price cap would be an appropriate response, the 
Commission said. Importantly, however, although today's order finds that immediate 
seller price caps were not justified on the existing record, the order does not disturb the 
California ISO's recent decision to set its maximum purchase price cap for imbalance 
energy and ancillary services at $250 per MWh. The ISO's actions to change purchase 
price caps were sustained in an order issued by the Commission three weeks ago. The 
ISO purchase price caps will mitigate pricing volatility and serve to discipline prices in 
both the ISO and the PX, the Commission explained. 

The national investigation was ordered July 26 to determine if the electricity 
markets are operating efficiently as the industry transitions to a more competitive 
marketplace. 

Earlier this month, Chairman Hoecker, in a letter to California Governor Gray 
Davis, assured the Governor that the Commission is committed to finding solutions to 
Californians' concerns about electricity prices. Last week, the Commission's General 
Counsel Douglas Smith testified in California that the Commission is working with 
California officials and emphasized the Commission's ongoing investigation into electric 
bulk power markets. Daniel Larcamp, the head of the Commission's Office of Markets, 
Tariffs and Rates, will participate in a hearing scheduled by the California Public 
Utilities Commission in San Diego this week. 


R-00-63 


(30) 
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EXHIBIT #A-59 


UNITED STATES OF AMERICA92 FERC H 61,172 
FEDERAL ENERGY REGULATORY COMMISSION 

Before Commissioners: James J. Hoecker, Chairman; 

William L. Massey, Linda Breathitt, 
and Curt Hebert, Jr. 

San Diego Gas & Electric Company 

Complainant, 

V. Docket No. ELOO-95-000 


Sellers of Energy and Ancillary Services 
Into Markets Operated by the California 
Independent System Operator and the 
California Power Exchange 

Respondent. 


Investigation of Practices of the California 
Independent System Operator and the Docket No. ELOO-98-000 

California Power Exchange 


ORDER INITIATING HEARING PROCEEDINGS TO INVESTIGATE JUSTNESS 
AND REASONABLENESS OF RATES OF PUBLIC UTILITY SELLERS IN 
CALIFORNIA ISO AND PX MARKETS AND TO INVESTIGATE ISO AND PX 
TARIFFS, CONTRACTS, INSTITUTIONAL STRUCTURES AND BYLAWS; 
AND PROVIDING FURTHER GUIDANCE TO CALIFORNIA ENTITIES 


(Issued August 23, 2000) 

On August 2, 2000, San Diego Gas & Electric Company (SDG&E) filed a 
complaint pursuant to Rule 206 of the Commission's Rules of Practice and Procedure ‘ 
asking the Commission for an emergency order capping at S250 per MWh the prices at 
which sellers subject to its jurisdiction may bid energy or ancillary services into the 
markets operated by the California Independent System Operator (ISO) and the 


18 C.F.R. § 385.206 (2000). 
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California Power Exchange (PX). SDG&E seeks an amendment to the market-based rate 
schedules of all sellers into the markets operated by the ISO and PX to restrict their bids 
into those markets. ^ SDG&E requests that the Commission act as quickly as possible on 
the merits of its complaint. 

In this order, as discussed below, we are denying SDG&E's requested immediate 
imposition of a priee cap on all sellers in California.^ However, we are instituting 
consolidated hearing * proceedings pursuant to section 206 of the Federal Power Act to 
investigate the justness and reasonableness of the rates and charges of public utilities that 
sell energy and ancillary services to or through the California ISO and PX, and to also 
investigate whether the tariffs and institutional structures and bylaws of the California 
ISO and PX are adversely affecting the efficient operation of competitive wholesale 
eleetric power markets in California and need to be modified. In light of the fact that 
many of the same issues raised here are also the subject of a fact finding staff 
investigation ordered by the Commission on July 26, 2000, we intend to issue a further 
order after the Commission reviews the outcome of the staff investigation related to 
California markets to take into account the staff investigation findings, as appropriate, 
and to address or further refine the issues set for hearing herein, as appropriate.’ 


^SDG&E states that it would be impracticable to list all such sellers in its 
complaint. It states that it served the complaint on all parties to various Commission 
proceedings involving California pricing and restructuring issues, including Docket Nos. 
ER98-2843, ER99-4462, ELOO-91, ER96-1663, and EC96-19. It states that it also 
requested the ISO to distribute it electronically to the ISO's list of market participants. 

’However, we are not disturbing the California ISO's decision to set its purchase 
price cap at $250/MWh, see, Morgan Stanley Capital Group Inc, v. California 
Independent System Operator Com. . 92 FERC H 61,1 12 (2000). 

‘‘Hearings under section 206 may take the form of a proceeding before an 
administrative law judge or a hearing directly before the Commission. A hearing before 
the Commission may include written and/or oral presentation of evidence and arguments. 
We do not in this order determine which type of proceeding that will be required. 

’The section 206 proceeding we are initiating here differs from the staff 
investigation in several respects. A section 206 investigation initiates a formal 
evidentiary process where all interested parties are assured an opportunity to present 
evidence and arguments on the record before the Commission. In addition, it provides a 

(continued...) 
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Our goal in these proceedings is to detect and, to the extent within our 
jurisdiction, to resolve as expeditiously as possible, any defects in the operation of 
competitive power markets in California. To the extent market performance issues 
surface in our staff investigation or the section 206 investigation that concern the 
structure or independence of the ISO, the Commission will also take up these issues to 
the extent they are present in any RTO proposal that is filed on January 16, 2001, 
pursuant to Order No. 2000. * 

SDG&E's Complaint 

SDG&E states in its complaint that since the restmctured electric market began 
operation in California in April 1998, the three large investor-owned utilities in the state 
transferred operational control of their transmission facilities to the ISO, and began 
purchasing all of the energy needed to serve their retail customers through the PX. 
SDG&E states further that because it has completed recovery of certain stranded 
generation costs, the retail rate caps imposed by state statute no longer exist for it, 
although they are still in place for the other two investor-owned utilities. 

SDG&E asserts that since the beginning of June 2000, wholesale electric prices in 
California have at times exceeded, often by a multiple of three or four, prices seen at 
comparable load levels in prior years. SDG&E cites to data showing that the PX day- 
ahead price for Southern California never exceeded $250 in June and July of 1999, but 
equaled or exceeded that level in 1 67 hours in 2000. SDG&E attributes this to 
"dysfunctional" wholesale markets, particularly at high demand levels, that allow sellers 


^(...continued) 

statutory mechanism for the Commission to exercise its remedial powers to change the 
rates, terms and conditions of jurisdictional services that are determined to be unjust, 
unreasonable, unduly discriminatory or preferential and, if appropriate, to order refunds. 
By establishing the proceeding in this order, the Commission ensures that its remedial 
authorities under Section 206 will be available at the earliest time permitted under the 
Federal Power Act. 

‘Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809 (2000), 
FERC Stats. & Regs. H 31,089 (1999), order on reh'g. Order No. 2000-A. 65 Fed. Reg. 
12,088 (2000), FERC Stats. & Regs. H 31,092 (2000), petitions for review pending sub 
nom. Public Utility District No. 1 of Snohomish County, Washington v. FERC, 

Nos. 00-1174, et a). 
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to exact prices considerably above levels that would prevail in a more fully competitive 
market. 

SDG&E is critical of what it calls the "de-centralized" market structure and design 
in California, stating that the market is not capable of supplying the electricity needs of 
consumers at competitive prices. SDG&E states that the Commission has already seen fit 
to intervene when it found that the ISO's congestion management system is in need of 
overhaul or replacement. ’ SDG&E argues that although the Commission did not design 
California's market, it has a statutory responsibility to lead the effort to fix the problems 
and protect consumers in the interim until reforms are in place. 

SDG&E contends that the Commission's market-based rate authorizations were 
based on the necessary premise that the sellers lack market power and that the markets 
into which they are selling are workably competitive. SDG&E asserts that the energy 
and ancillary services markets in California are not workably competitive, at least when 
state-wide demand reaches 33,000 MW, and at such demand levels, wholesale prices are 
no longer reasonable. SDG&E asks that any seller's market-based rate authority "should 
be conditioned to provide that, unless or until the Commission finds that the bulk power 
markets for energy and ancillary services in California are workably competitive, such 
seller shall not submit a bid of more than $250 per MWh to supply energy or ancillary 
services into markets operated by the ISO or PX." SDG&E requests that the Commission 
act as quickly as possible on its complaint. 

Notice and Pleadings 

Notice of SDG&E's filing was published in the Federal Register, 65 Fed. Reg. 
48,693 (2000), with comments, protests, and motions to intervene due on or before 
August 14, 2000. 

The Public Utilities Commission of California (California Commission) filed a 
notice of intervention supporting SDG&E's request for a $250 bid cap and asking that 
such caps remain in place until the Commission finds based on an evidentiary hearing that 
workable competition exists in California and western energy and capacity markets. 
Pacific Gas and Electric Company and Southern California Edison Company filed 
motions to intervene and stated positions in support of the complaint. The Utility 
Reform Network filed a late motion to intervene in support of the complaint. 


' Citing California Independent System Operator Corp., 90 FERC t 61,006 (2000). 
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Answers in opposition to the complaint were filed by Dynegy Power Marketing, 
Inc., El Secunda Power, LLC, Long Beach Generation LLC, Cabrillo Power I LLC, and 
Cabrillo Power II LLC, (jointly); Southern Energy California, L.L.C., Southern Energy 
Delta, L.L.C., and Southern Energy Potrero, L.L.C. (jointly); and by Enron Power 
Marketing, Inc. and Emon Energy Services, Inc. (jointly). Reliant Energy Power 
Generation, Inc. filed an answer in opposition to the complaint and a motion to file it one 
day out-of-time. Merrill Lynch Capital Services, Inc. filed a motion to intervene and 
answer in opposition. New York Mercantile Exchange, Morgan Stanley Capital Group 
Inc., Duke Energy North America LLC (together with Duke Energy Trading and 
Marketing, LLC and Duke Energy Merchants, LLC), Williams Energy Marketing & 
Trading Company, and Independent Energy Producers Association filed motions to 
intervene and protests. 

The ISO filed a motion to intervene, answer, and request for summary rejection of 
the complaint. The PX filed a motion to intervene with comments noting the existence 
of its hedging products and disputing that the separation of the ISO and PX is a 
fundamental impediment to competition. The following filed motions to intervene and 
stated a position in opposition to the complaint: Electric Power Supply Association; 
Western Power Trading Forum; Portland General Electric Company; Automated Power 
Exchange, Inc.; and Northern California Power Agency (agrees with allegations but 
opposes price cap). 

The following filed motions to intervene raising no issues: California Electricity 
Oversight Board; El Paso Merchant Energy, L.P.; the cities of Redding, Santa Clara, and 
Palo Alto and the M-S-R Public Power Agency; Arizona Districts; PPL EnergyPlus, LLC 
and PPL Montana, LLC; California Manufacturers and Technology Association; 
Sacramento Municipal Utility District; Metropolitan Water District of Southern 
California; California Department of Water Resources; Modesto Irrigation District; and 
Transmission Agency of Northern California. In addition, a number of individuals filed 
brief letters of comment on the complaint. 

Discussion 


A. Procedural Matters 
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Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure,* the 
notice of intervention and the timely, unopposed motions to intervene serve to make 
those who filed them parties to this proceeding. In addition, those respondents filing 
answers to the complaint are parties. We will accept the late-filed pleadings. 

B. Rejection of Immediate Seller Price Cap and Institution of Hearing on 
Seller Rates. ISO and PX Tariffs and Market and Institutional Design 

The Commission is very concerned about the impact of significant increases in 
retail electricity rates on residents and businesses in San Diego. We note that a number 
of factors have interacted to lead to these rate increases, and that many of the factors that 
contributed to these increases fall within the jurisdiction of state regulators and are not 
within the jurisdiction of the Commission, including, (1) siting of new generation and 
transmission facilities, (2) lack of demand-side programs that allow consumers and 
businesses to receive and respond to price signals, (3) rules under which SDG&E 
provides retail electric service which limit its actions as a purchaser of wholesale power 
(e.g., requirements that SDG&E make all purchases through a single power exchange 
and restrictions on SDG&E's ability to enter into wholesale supply or risk management 
agreements that could protect against excessive volatility in wholesale commodity 
prices), and (4) retail rate designs that do not offer retail customers of SDG&E the option 
to arrange for stable, levelized rates. And, of course, the severe weather which has 
blanketed the West and exacerbated the generation supply shortage that exists in 
California is beyond the control of any public body. 

The Commission does have jurisdiction over wholesale electric prices and a role in 
determining whether and to what extent factors related to wholesale electric markets 
might have contributed to the increase in retail electric rates in San Diego. We take 
seriously volatile price increases during high load periods in California and allegations 
that the markets are not functioning properly. According to SDG&E, prices in June and 
July of 1999 rarely exceeded $ 1 50/MWh, while prices for the same period in 2000 
exceeded $250/MWh in 167 hours and $500/MWh in 59 hours. SDG&E contends that 
these higher prices come at a time when load levels for 2000 are below the peak levels of 
1999. SDG&E argues that even accounting for this year's higher natural gas prices, 
energy and ancillary services prices during June and July of 2000 greatly exceed the 
operating costs of a typical Southern California gas-fired generating unit. SDG&E 
concludes that the markets cannot be workably competitive if sellers are able to exact 


18 C.F.R. §385.214(2000). 
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prices that are considerably above levels that would prevail in open competition, i.e., 
sellers are able to bid and receive prices significantly above then marginal costs. SDG&E 
also argues that the hour-to-hour volatility in imbalance energy prices and the erratic 
clearing price for ancillary services is an indication that the market is breaking down 
when it is moderately stressed. 

In addition, numerous reports prepared by the independent monitoring bodies of 
the PX and ISO indicate that the current market in California experiences problems 
during tight supply/high demand periods such that it may not yield just and reasonable 
rates. These reports indicate that, despite significant increases in demand, there has been 
no corresponding increase in the construction of new generation. Given the lack of any 
meaningful demand response, this means that virtually all bids must be accepted when 
these shortage conditions arise. In addition, these reports indicate that most of the load in 
California is being met through spot market wholesale purchases rather than longer-term 
power sale contracts and hedging arrangements that could provide price certainty and 
stability. As a result of all these factors, there are periods when all generation must be 
accepted, regardless of the bid price, and sellers may be in a position to act on this 
knowledge and raise bids above the level that would be expected solely as a result of 
scarcity. 

For all of these reasons, we conclude that a further formal investigation is 
appropriate to determine why anomalous prices occur at certain times, whether certain 
market or institutional factors cause the anomalous prices, and whether the anomalous 
prices are unjust, unreasonable, unduly discriminatory or preferential. While SDG&E has 
focused on the performance of sellers in the market, the action of sellers may in part he 
caused by the current market rules and institutional structures. Accordingly, we conclude 
that it is appropriate to investigate not only the justness and reasonableness of public 
utility sellers' rates in the PX and ISO markets but also to investigate the tariffs 
and agreements of the ISO and PX to determine whether market rules or institutional 
factors embodied in those tariffs and agreements need to be modified. 

We note that all of the markets operated by the ISO and PX markets are highly 
inter-related and largely served by the same generating units. The rules for pricing and 
bidding for any one market can affect the price and quantity bid into any of the other 
markets. Consequently, a poorly designed market not only can distort prices for its own 
participants but can also create high opportunity costs to participants in other markets 
that may, by themselves, be well-designed and functioning properly. 
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While we find it appropriate to institute a section 206 hearing on these issues, we 
cannot implement an immediate price cap of $250/MWh as requested by SDG&E because 
there is no record before us to support such an action. Under the Federal Power Act, 
upon complaint or on our own motion, the Commission may establish new rates 
only if it first has a record to determine that the existing rates are unjust, unreasonable, 
unduly discriminatory or preferential. Further, once such a finding is made as to existing 
rates, the Commission must have a record to support the new rate it establishes as just 
and reasonable. While the issues raised hy this complaint are important, the Commission 
has no basis to conclude that SDG&E’s proposal to place an immediate, arbitrary 
$250/MWh cap on the price that every public utility seller of energy and ancillary services 
may bid into the PX and ISO markets would satisfy this standard. SDG&E has provided 
no evidence to demonstrate that all potential sellers are able to exercise market power, has 
not documented a single instance of a seller exercising market power during times of 
scarcity, and did not attempt to show that the conditions underlying the Commission's 
approval of market-based rates for public utility sellers of energy and ancillary services 
have changed. Nor did it address specific market or institutional 
factors that may be causing rates to be unjust or unreasonable. In addition, the ISO's 
analysis raised concerns that a cap at this level would call into question the ISO's ability 
to attract sufficient supply to meet the totality of California loads, and SDG&E has not 
provided any basis for the Commission to evaluate the reliability impacts of adopting a 
$250/MWh seller's bid cap. In sum, SDG&E has not met the burden of showing that an 
immediate, universal bid cap on all potential sellers supplying energy and ancillary 
services into the PX and ISO markets is justified and in the public interest. 

Although we have concluded that immediate seller price caps have not been 
justified based on the existing record, we have not disturbed the actions taken by the 
California ISO, in its discretion as a purchaser of imbalance energy and ancillary services, 
to set its purchase price cap at $250/MWh. This action addresses SDG&E's concern that 
pricing volatility be mitigated. While the ISO's authority to implement this cap expires in 
November 2000, the ISO has recently stated that it will make a timely filing with Ihe 
Commission to extend its authority. In addition, while only the ISO's markets are directly 
affected by its recent action, the ISO purchase price caps currently permitted by the 
Commission will serve to discipline prices in both the ISO and PX. We disagree with 
SDG&E that the effect of the maximum purchase price that the ISO will pay for energy 
and ancillary services on prices in the PX market is only indirect. The ISO sets a 
maximum purchase price at $250/MWh and the evidence to date indicates 
that the unconstrained PX clearing price has not exceeded the maximum purchase price 
set for ISO imbalance energy (currently $250/MWh) plus the rate for replacement 
reserves (SlOO/MWh) for under-scheduled load. Buyers in the PX submit conditional 
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bids. They offer to piarchase energy and ancillary services from the PX at a price at or 
near the ISO's maximum purchase price because they know that if their bids are not 
accepted in the PX, they may still buy energy and ancillary services at the maximum 
purchase price in the ISO's real-time market. Thus, the ISO's maximum pmchase price 
effectively disciplines prices in the PX markets. 

C. Congestion Management and Market Redesign 

SDG&E asserts that the ISO's congestion management and market structures are 
flawed and in need of overhaul. In support of its assertion, SDG&E points to an order 
issued by the Commission on January 7, 2000, in which the Commission directed the 
ISO to file replacement congestion management and market approaches. ’ Furthermore, 
SDG&E expresses its concern that, for a number of reasons, the congestion management 
and market reform efforts being pursued by ISO stakeholders will not produce 
meaningful results. SDG&E indicates that it is prepared to work with the ISO to develop 
alternative reform proposals; however, SDG&E’s complains that the ISO stakeholder 
process has, in SDG&E's judgment, been ineffective with respect to these issues. 

Various interveners contend that SDG&E's arguments are premature. In 
particular, the ISO notes that in initiating the ISO's market redesign, the Commission 
stated that it should be pursued with input from all stakeholder groups, and it argues that 
SDG&E is attempting to circumvent that process. ' ' 

We agree with Interveners. In California ISO, the Commission found the ISO's 
existing congestion management structure to be flawed, and, on that basis, we directed the 
ISO to develop and submit to the Commission a comprehensive congestion management 
and market redesign. Moreover, as noted by the ISO, we stated that such a redesign 
should be pursued with input from Mi stakeholder groups, as well as from the ISO's 
Market Surveillance Committee. The reform efforts have been the subject of extensive 
public review and comment and are nearing completion. Accordingly, we reject 


^ See California Independent System Operator Corp., 90 FERC t 61,006 (2000) 
^California ISOl . 

"Notably, SDG&E indicates its preference that the ISO adopt the market and 
congestion management structures currently in use by the PJM and New York 
Independent System Operators. SDG&E at 7. 

^'ISO Answer at 6, citing California ISO . 90 FERC at 61,014. 
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SDG&E’s arguments at this time. We will defer any consideration on the merits of the 
ISO's reform efforts until the earlier of tihe ISO's filing of its reform proposal or the date 
which the Commission issues a supplemental order in this proceeding. 

D. Other Available Methods to Reduce Impact of Spot Market Volatility 

SDG&E cites a number of problems that contribute to produce the unsatisfactory 
results facing its retail customers, including its exposure to spot market price volatility. 
In its complaint, SDG&E states that under California's restructuring policy it remains a 
"default" service provider for residential customers that have not chosen other energy 
service providers. SDG&E states that it will continue until directed otherwise to provide 
service to these customers by passing through the PX and ISO spot market wholesale 
price. 


According to many of the comments, SDG&E has chosen not to purchase risk 
management tools that were and are available and that would have provided price 
certainty during periods of short supply. Furthermore, SDG&E appears to be the only 
major investor-owned utility in California that had not sought state commission authority 
to hedge its price risks through forward contracts which are designed to "lock-in" a 
specific price in advance of spot or real-time market activities. We note diat other 
Interveners argue that the price cap proposal will penalize those market participants that 
hedged against price volatility relative to those market participants that chose to remain 
exposed to the spot markets. They argue that SDG&E should not be sheltered for the 
consequences of its decision not to protect its retail customers and remaining fully 
exposed in the spot market, when other participants made decisions to hedge their risks. 

It is imclear whether SDG&E's failure to purchase hedging instruments for its 
retail operations is due to state regulatory policies or its business decisions. A retail rate 
design that exposes consumers to the volatility of commodity prices would be 
extraordinary, particularly when consumers do not have the ability to receive or respond 
to price signals. While the Commission has no authority over retail electricity rates nor 
authority to rule on the prudence of SDG&E's provision of retail electric service, we 
would expect any responsible retail supplier to rely on a portfolio of resources and to turn 
to the spot market only to engage in economy transactions or to meet portions of its load 
that could not be predicted well in advance or which were not anticipated due to resource 
outages greater than are covered by prudent reserves. We note that responsible hedging 
in the forward markets will greatly reduce price volatility for SDG&E's retail customers 
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even within the limits established by the California Commission. The Commission has 
approved a number of recent filings by the Cal PX and its Cal PX Trading Services (CTS) 
division that enhance and expand wholesale forward market services (e^., block forward 
contracts for balance-of-the-month, monthly and multi-year). We encourage SDG&E to 
discuss widi the California Commission the use of all available hedging tools to prudently 
manage the price risks associated with the retail market. 


E. Other Market Reforms 

The record indicates that a current market problem is underscheduling of loads 
and generation in the Cal PX Day ahead and Hour Ahead markets. In some hours as 
much as 25 percent of system needs were met in the ISO real-time market. This 
significant level of under-scheduling is largely attributable to the different market 
incentives faced by buyers and sellers. We are concerned that this increasing level of 
market activity in the real-time market raises significant reliability and economical 
concerns. For example, if there is insufficient supply in the ISO markets, dien the ISO 
must procure additional supplies out-of-market (OOM) at the last minute in order to meet 
its needs for the operating day. Historically, the ISO procures on a daily basis only the 
resources needed for the operating day. Not only does this procurement practice put 
pressure on the grid operator to secure needed resources at the last minute, but the 
practice is uneconomical. Such spot-market purchases are not subject to the ISO's 
buyer's cap. Furthermore, because the ISO is the supplier of last resort for these services, 
when OOM calls are made, suppliers realize that the ISO is in a must-buy situation. 

In an effort to address this problem, we direct the ISO to immediately institute a 
more forward approach to procuring the resources necessary to reliably operate the grid. 
Specifically, the ISO should anticipate the need for such additional resources based on 
forecasted peak periods. We direct the ISO to factor these reforms into an analysis of the 
need for and level of purchase price caps and to include this analysis as support for any 
filing it makes to extend its purchase price cap authority. 


‘^For example, SDG&E currently has the ability to obtain a hedged position in the 
wholesale market at a price below $60/MWh. Morgan Stanley at 4. 
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F. Refund Effective Date 

In cases where the Commission institutes a proceeding on complaint under section 
206 of the Federal Power Act, section 206(b) requires that the Commission establish a 
refund effective date that is no earlier than 60 days after the filing of the complaint, but 
no later than five months subsequent to the expiration of the 60-day period. In cases 
where the Commission institutes a section 206 proceeding on its own motion, section 
206(b) requires that the Commission establish a refund effective date that is no earlier 
than 60 days after publication of notice of the Commission's intent to institute a 
proceeding in the Federal Register, and no later than five months subsequent to the 
expiration of the 60-day period. We will establish the refund effective date in Docket 
Nos. ELOO-95-000 and ELOO-98-000 60 days from the date on which notice of our 
initiation of the investigation in Docket No. ELOO-98-000 is published in the Federal 
Register. 

We note that although the Commission is statutorily required to establish a refund 
effective date whenever it institutes a proceeding under section 206 of the FPA, it is not 
required to order refunds at the end of the proceeding. Reflmds are discretionary. 

Moreover, any attempt to establish a just and reasonable price to serve as the basis for a 
refund calculation would be extremely difficult to the extent that it would require the 
Commission to reconstruct economic decisions that would have been made under 
different circumstances. In addition, in the context of market-based rates and a 
competitive market, refunds may not be the appropriate remedy to address any 
competitive problems that may be found. Thus, in establishing a refund effective date in 
these dockets, we wish to emphasize that, while refunds would ultimately offer some 
level of restitution to California ratepayers, they may be an inferior remedy from a market 
perspective and not the fundamental solution to any problems occurring in California 
markets. Further, we are cognizant of the effect that potential refund liability could have 


'^Under section 206, if the Commission finds that any public utility's rates, charges 
or classification, is unjust, unreasonable, unduly discriminatory or preferential, it shall 
determine the just and reasonable rate, charge, classification, rule, regulation, practice, or 
contract to be thereafter observed and in force, and shall fix the same by order. Section 
206 provides that at the conclusion of the proceeding, the Commission may order a public 
utility to make refunds of any amounts paid for the period subsequent to the refund 
effective date through a date 15 months after such refund effective date, in excess of 
those which would have been paid under the just and reasonable rate the Commission 
orders to be thereafter observed and enforced. 
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on public utility sellers in the California ISO and PX markets and we emphasize that 
while we must protect ratepayers, we also do not intend to undermine the financial 
stability of public utility sellers. We emphasize these points not to prejudge the issue of 
whether the Commission will find it appropriate to order refunds, but rather to ensure that 
all parties are aware of the statutory framework and the complexity of the issues raised in 
this proceeding. Any decision whether or not to impose refund ohligations will be based 
on our findings regarding just and reasonable rates and a balancing of consumer and 
investor interests. 

G. Consolidation and Further Orders 

Because Docket Nos. ELOO-95-000 and ELOO-98-000 raise common issues of law 
and fact, we will consolidate them for purposes of hearing and decision. Accordingly, 
any party who has moved to intervene in Docket No. ELOO-95-000 will be considered to 
be a party to the consolidated proceeding. We shall also issue further orders in this 
proceeding after we consider information related to California markets to be provided by 
the staff investigation ordered on July 26, 2000. In our July 26, 2000 Order Directing 
Staff Investigation, the Commission directed staff to undertake a fact-finding 
investigation of the conditions in electric bulk power markets (including volatile price 
fluctuations) in various regions of the country and report its findings to the Commission 
by November 1, 2000. Because of recent events in the ISO and PX markets, we will 
direct staff to focus on the California and Western region as soon as possible. By having 
the benefit of the fact-finding results, we will be better able to further narrow the focus of 
the hearing ordered herein, as appropriate. 

The Commission orders: 

(A) SDG&E's request for the imposition of a price cap on sellers into the 
California markets is hereby denied as discussed in the body of this order. 

(B) Pursuant to the authority contained in and subject to the jurisdiction conferred 
upon the Federal Energy Regulatory Commission by section 402(a) of the Department of 
Energy Organization Act and by the Federal Power Act, particularly section 206 thereof, 
and pursuant to the Commission's Rules of Practice and Procedure and the regulations 
under the Federal Power Act (18 C.F.R. Chapter I), a public hearing shall be held in 
Docket Nos. ELOO-95-000 and ELOO-98-000 concerning the justness and reasonableness 
of the rates, charges, and practices of public utility sellers of wholesale power into the 
California ISO and PX markets and of the California ISO and PX tariffs, agreements and 
institutions, as discussed in the body of this order. 
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(C) The hearing ordered in Ordering Paragraph (B) above shall be held in 
abeyance pending a further Commission order, as discussed in the body of this order. 

(D) Docket Nos. ELOO-95-000 and ELOO-98-000 are hereby consolidated for the 
purposes of hearing and decision. 

(E) The Secretary shall promptly publish in the Federal Register a notice of the 
Commission's initiation of section 206 proceedings in Docket No. ELOO-98-000, and we 
direct the ISO and PX to electronically serve this notice upon their respective list of 
market participants and to immediately post a copy of this order on their webpages. 


(F) The refund effective date in Docket Nos. ELOO-95-000 and ELOO-98-000, 
established pursuant to section 206(b) of the Federal Power Act, will be 60 days 
following publication in the Federal Register of the nohce discussed in Ordering 
Paragraph (E) above. 

By the Commission. Commissioner Massey dissented in part with a separate 
statement attached. 

(SEAL) Commissioner Hebert concurred with a separate 

statement attached. 


Linwood A. Watson, Jr., 
Acting Secretary. 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company 
Complainant, 


V. Docket No. ELOO-95-000 

Sellers of Energy and Ancillary Services 
Into Markets Operated by the California 
Independent System Operator and the 
California Power Exchange 

Respondent. 

Investigation of Practices of the California Docket No. ELOO-98-000 

Independent System Operator and the 
California Power Exchange 


(Issued August 23, 2000) 


MASSEY, Commissioner, dissenting in part : 

There is a crisis of confidence in California wholesale electricity markets that 
threatens to erode the political consensus necessary to sustain a market-based approach to 
regulation. In these circumstances, the Federal Energy Regulatory Commission must act 
forcefhlly and decisively to reassure California market participants, policymakers and 
consumers that federal regulators will insist that jurisdictional wholesale markets produce 
consumer benefits and just and reasonable rates. I would grant the relief requested in the 
complaint and would cap bids into the California ISO and PX markets at $250/Mwh ' as a 
temporary stopgap measure pending the outcome of the section 206 investigation 


' In order to provide the ISO with the flexibility to maintain reliability, I would not 
apply the hid cap to Out of Market calls to out of state generator resources or to energy 
payments in the Summer 2000 Demand Relief Program currently in effect. 
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initiated by today's order. I am convinced that such a cap is necessary to ensure just and 
reasonable rates during our investigation. ^ 

In recommending that a price cap be put in place now, I am motivated by a deep 
concern about the high prices in wholesale markets in California. The Commission has a 
statutory duty to ensure that wholesale prices are just and reasonable. This is the 
Commission's fundamental consumer protection responsibility, and the Federal Power 
Act provides no exception for poorly functioning markets. Indeed, the Commission's 
primary rationale for promoting market-based policies has been that markets would 
produce consumer benefits and lower prices compared to cost of service regulation. 

There are sufficient indications in this record that California wholesale markets 
are not producing prices that are just and reasonable. California wholesale electricity 
costs for June 29 of this year were seven times what they were for the same date in 1999 
($340 million vs. $45 million) even though energy usage was only about 3% more. ^ 
Southern California Edison states that during the month of June, 2000, the total cost of 
electricity (energy and ancillary services combined) charged to the California market was 
nearly half of California's total electricity cost for all of 1 999 . In two separate five-day 
periods in June, 2000 (when demand was at least 3,000 MW to 5,000 MW below the 
projected annual peak) California’s total cost of electricity exceeded $1 billion, with one 
of those five day periods reaching $1.3 billion .“ SDG&E provides a comparison of final 
PX day-ahead prices for the Southern California zone for June and July during 1999 and 
2000. During June and July of 1999, prices rarely exceeded $150/MWh even during the 
highest load levels. During the same period this year, prices have multiplied to three and 


^ The majority order notes that the ISO's existing $250/MWh purchase price cap 
effectively limits bids into California, and this appears to be true. Rather than rely totally 
upon the ISO for temporary price relief, however, this Commission must take firm 
responsibility for prices in jurisdictional wholesale markets. In most other respects, I 
agree with the conclusions reached by the majority order. In particular, I endorse opening 
an expedited section 206 investigation and setting the earliest possible refund effective 
date, although 1 disagree with the portion of the text that appears to characterize the 
prospects for refunds as unlikely. In any event, if refunds are unlikely, it is even more 
incumbent upon the Commission to ensure that unreasonably high prices are mitigated 
during the pendency of our investigation. 

^ See Attachment B to Notice of Intervention of the Public Utilities Commission of 
the State of California. 


^ Motion to Intervene and Response of Southern California Edison Company. 
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four times the levels reached last year whenever load levels exceed 33,000 MW, 
according to SDG&E. ^ The California Public Utilities Commission states that every 
analysis of the California markets since their opening has found substantial exercise of 
market power. * In these circumstances, the confidence of California consumers in 
wholesale markets may quickly erode. 

The record supports the conclusion that during periods of high demand in 
California, generator bid prices are virtually unrestrained by the forces that would apply 
in competitive markets for other commodities. In other markets besides electricity, when 
the price is too high, consumers purchase less and this in turn has a substantial dampening 
effect on price. In the California wholesale electricity markets, the willingness of 
purchasers is largely unaffected by price, and sellers understand this dynamic. In fact, the 
ISO's Department of Market Analysis concluded that when demand exceeds 40 GW 
"there is no constraint on how high [generators] might raise their prices in the absence of 
price caps." ’ 

This lack of demand responsiveness appears to have the strong tendency to 
influence generator bids sharply higher. In high usage hours where no market forces 
restrain an unbridled price runup, a large transfer of wealth from purchasers to sellers can 
occur rapidly because all sellers are paid the highest market clearing price. The high 
prices that wholesale purchasers pay are ultimately passed through to retail consumers, 
either immediately or over some period of time. * 

The complainant and interveners identify other serious problems as well in 
California wholesale markets. The siting of generation is lagging rather sharp increases 
in demand, which makes it likely that during peak usage all generator bids, regardless 
how high, must be accepted. There is limited transfer capacity over high voltage 
transmission wires into California. There have been very limited hedging and forward 
contracting by wholesale purchasers who have been required by state policy to make the 
bulk of their purchases through the ISO and PX spot markets. Serious questions are 
raised about the wisdom of the somewhat unique California market design, required by 


^ Complaint of San Diego Gas & Electric Company. 

^ Notice of Intervention of the Public Utilities Commission of the State of 
California, at 8. 

’ Id., at 7. 

* Narragansett Electric Co. v. Burke, 381 A.2d 1358 (1977), cert, denied, 435 U.S. 
972 (1978). Nantahala Power & Light Co. v. Thornburg, 476 U.S. 953 (1986). 
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state law, that provides for separate ISO and PX markets. In addition, this Commission 
has already declared that the ISO's current congestion management system must be 
completely overhauled. 

I do not believe that customers must be required to bear the full economic brunt of 
the poorly functioning market and high prices that these problems create. I am pleased 
that the Commission is launching a section 206 investigation, and it is my hope that we 
will leave no stone unturned in investigating and proposing market-based solutions that 
will lead to just and reasonable prices. 

I must point out, however, that neither the FERC nor state policymakers, acting in 
isolation from each other, can solve all of these market flaws because our respective 
jurisdictions are sharply delineated under existing law. State policymakers cannot 
effectively define or police market power in interstate wholesale markets. They cannot 
require a wholesale market structure, based upon an efficiently operating interstate 
transmission grid, that will produce just and reasonable rates. These are federal 
responsibilities. By the same token, under existing law the FERC cannot site the 
generation and transmission facilities that are necessary to bring supply and demand into 
equilibrium, and has no direct authority to require purchasers of power to hedge price 
volatility risk in forward or financial markets. These are state responsibilities. Both 
federal and state policymakers have a role in pursuing policies that will facilitate an 
effective and price-dampening demand side response (where, for example, customers bid 
"negawatts" into the market). 

In short, high prices in California may not ultimately be reduced without a joint 
effort by federal and state policymakers. We must work together to solve the problems at 
hand, including joint proceedings and hearings as appropriate. 

I would not recommend a $250/MWh bid cap as a long term solution to these 
market flaws. I am very much aware that the installation of additional generation 
facilities is a key part of the solution in California, and our policies must not discourage 
that investment. Nevertheless, I am convinced that this temporary price cap is necessary 
pending the implementation of measures to ensure that California wholesale markets 
produce just and reasonable rates. 

For these reasons, I respectfully dissent in part to today's order. 


William L. Massey 
Commissioner 
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UNITED STATES OF AMERICA 
FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company 

V. Docket No. ELOO-95-000 

Sellers of Energy and Ancillary Services Into 
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(Issued August 23, 2000) 


HEBERT, Commissioner, concurring: 


I write separately to explain my position on one of the issues raised in today's 
order. In my opinion, California consumers are not adequately served by the 
Commission's selection of possible refund relief. If it were up to me, I would refrain 
from adopting a refund effective date. If a refund effective date were in fact required by 
the Commission's institution of a proceeding under section 206, as amended by the 
Regulatory Fairness Act, I would choose a different refund effective date. Specifically, I 
would select the latest possible refund effective date (7 months from the date of 
publication of the investigation in ELOO-98-000 in the Federal Register) rather than the 
earliest date (60 days from the date of Federal Register publication). 

I understand that the selection of a later refund effective date would be contrary to 
the Commission's standard practice, repeated here, of selecting the earliest possible date. 
In the present circumstances, however, the interest of California consumers justifies a 
departure from standard practice. That is because the Commission's investigation of 
practices of the California ISO and PX is tied to its ongoing investigation of wholesale 
power practices throughout the United States. The Commission is unlikely to conclude 
either of its investigations prior to the refund effective date instituted in today's order. 
That means that in the intervening period - after the refund effective date but before the 
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conclusion of the Commission's investigations - wholesale power suppliers into 
California markets will not know for certain the price they ultimately will be allowed to 
recover. 

I appreciate the language in today's order, slip op. at 12-13, that indicates that 
refunds may not represent an appropriate remedy, in the context of market-based rates and 
competitive markets, to address any identified competitive problems. Nevertheless, the 
fact remains that a later refund order remains a possibility, no matter how remote. This 
looming contingency will deter power suppliers from entering capacity-starved California 
markets. The possibility of a retroactive price adjustment, just like the imposition of price 
caps, acts to undermine precisely the type of reliability of service and robustness of 
competitive markets that the Commission (and all market participants) claim to 
vigorously support. 

Consumers are best served by regulatory policies that promote market entry and 
ensure that electricity supply will be available to meet demand. Directives from 
regulators and politicians to make refunds or release emergency funds may offer some 
relief in the short-term. In the long-term, however, electricity consumers can be assured 
of low prices and reliable service only if entrepreneurs have the motivation to build plants 
and string wires. Without badly-needed capital investment, capacity-limited regions such 
as southern California will continue to lurch uncertainly from summer to summer. 

In all other respects, I agree with the determinations of the Commission in today's 

order. 


Therefore, I respectfully concur. 


Curt L. Hebert, Jr. 
Commissioner 
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Summary of Findings and Recommendations 

In late May and June of this year, prices in the California energy markets were significantly higher than 
expected. Prices in the Power Exchange's Day Ahead market and the ISO's real time energy market 
reached the ISO's $750 price cap during many hours. The ISO's Department of Market Analysis (DMA) 
examined market activity during these two months to determine the underlying causes for the high 
wholesale prices. DMA found that the high prices were the result of the combination of several factors, 
including (1) unusually high demand for electricity region-wide due to unseasonably high temperatures and 
recent economic growth, (2) a doubling of gas prices over the last year, and (3) the fact that no significant 
new supply has been added in California in recent years. The combination of very tight supply and demand 
conditions — in conjunction with very limited ability of consumers to reduce consumption in response to 
rising prices — created absolute shortages of supply, as well as the opportunity for the exercise market 
power during many hours. The exercise of this market power further inflated wholesale prices well above 
levels that would have resulted under competitive market conditions. 

The performance of the ISO markets over the past two years has shown that workable competition has 
existed for most hours of the year (i.e. for all but about 1 to 2% of total annual hours). During those hours, 
supply has been sufficient to cause competition among suppliers. Our findings show that when workable 
competition exists, prices tend to be close to the short-mn variable cost of the highest-cost generating unit 
required to meet demand. However, during high load hours, the combination of light supply conditions and 
the limited ability of consumers to reduce consumption in response to prices creates the situation in which 
any firm that owns a significant share of the generation serving the state can exercise market power to 
Inflate wholesale prices. 

While California has experienced robust economic growth during the past decade, there has been very little 
investment in new generation and transmission within California over the last 15 years. As a result, the 
ample reserve capacity California has enjoyed in the past has shrunk to a dangerously low level. During 
peak load days in May and June, reserve margins were further reduced by unusually high levels of 
generation unit outages and a decrease in available supplies of out-of-state energy. This combination 
caused unusually high prices in both the PX and ISO markets and resulted in a high overall cost of 
wholesale power. If supply had increased to keep pace with even a modest share of the growth in demand 
over the past decade, there would have been sufBcient reserve margins and a sufficient number of new 
supply entrants to allow competitive markets to moderate electricity prices this summer. 

In markets where consumers have the ability to respond to price increases by reducing consumption, 
extraordinarily high prices during periods of true shortage of supply may be seen as legitimate "scarcity 
rents" because they reflect the willingness of consumers to pay for electricity. Moreover, where scarcity 
prices are set by consumer willingness-to-pay and there are no barriers to the entry of new suppliers, 
occasional high prices under scarcity conditions are important signals to new generators to enter the 
market. However, where consumer responsiveness and new entry are severely limited, as in today's 
electricity markets, the ability of suppliers to exercise market power under tight supply conditions cannot be 
limited by competitive market forces. In this situation effective mitigation of market power must be 
accomplished through rules, procedures and incentives designed into the structure of the markets 
themselves. The fundamental solution to mitigate this market power is to create ways for consumers to 
respond to increasing prices and accelerate entry to the market by new suppliers. 
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Based on our examination of the market, we beiieve that actions have to be taken to remedy the high costs 
experienced in May and June, and additional actions will be taken to further improve the performance of the 
market. All of the recommendations noted below are part of a comprehensive ISO Action Plan that outlines 
a number of short- and long-term initiatives which require ISO, UDC and state agency action. The ISO 
Board has already taken the immediate step to contain wholesale energy costs by lowering price caps to 
$250. This is only a first step. Additional actions are needed, and could include: 

• Accelerating the permitting and siting of generation and transmission projects. One of the 

primary reasons for high prices has been the underlying tight supply conditions in the California market, 
which have been developing for more than a decade. Action should be taken to increase the amount 
of in-area generation through expedited sib'ng and permitting of generation and transmission facilities 
that will be critical to ensuring that the supply of resources keeps up with needs created by accelerated 
load growth. We believe that expedited approval can and must be accomplished without compromising 
the need for adequate environmental impact review. In fact, we would expect enhanced environmental 
quality to result with the addition of cleaner, more efficient generation, and the re-powering of aging 
and inefficient resources with cleaner technologies. 

• Placing a priority on developing load responsive programs and removing barriers to load's 
ability to hedge. These structural changes are critical to promoting competitive market outcomes by 
allowing load to protect itself from high prices. In the near-term, while the utility distribution companies 
(UDCs) are the retail electricity providers for the vast majority of California's load (and the exclusive 
default service providers), this involves expanding the ability of the UDCs to develop extensive load 
response programs and to enter forward hedging contracts in the wholesale markets. Forward 
financial contracts when combined with a retail rate freeze are an important measure for mitigating 
market power in all restructured spot markets. 

• Ensuring that the UDCs have adequate incentives to conduct their wholesale market activities 
in the most efficient manner possible to keep retail rates low. At present the retail rate freeze and 
the rules for collecting CTC provide such incentives. However, as the recent experience of SDG&E's 
ratepayers indicates, once these mechanisms end there may be inadequate incentives for the UDCs to 
strive to minimize the costs of electricity for end users. Direct incentives such as the retail rate freeze 
on UDCs are critical mechanisms to mitigate market power in the wholesale electricity markets. This is 
because UDCs have the financial interest (dollar for dollar) to maintain low wholesale costs. This 
incentive causes them to work diligently using their knowledge of markets and remaining resources to 
keep wholesale prices low. 

• Promoling robust retail competition by removing key regulatory barriers. In the longer-term, 
promoting competition among retailers will provide the incentive to keep electricity supply costs low. 
Among the current regulatory barriers are the lack of definition and structure for default service rates 
and the structure needed to provide the right kicenlives and opportunities for competibve provision and 
innovation in revenue cycle services (e.g. metering, meter reading, billing services, etc.). 

Since the above recommendations will take time to implement, the ISO has imposed an immediate 
reduction of the price caps in its markets to $250/MWh as a short-term measure to contain wholesale 
prices. In addition, we are examining other changes to market procedures that might be implemented in 
the short-term to increase the incentives for generation owners to schedule their energy on a forward basis 
rather than transacting substantial percentages of total system needs in the real-time market. 

In summary, the major cause of high wholesale prices this summer has been the absence of new 
investment in generation and transmission to meet the growth in demand over the past decade. The major 
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cause of these high prices being passed on to retail customers in the SDG&E service area was the 
absence of means for finai customers to respond to high whoiesale prices, and the faiiure to provide any 
other market participant besides finai customers with the financial incentive to maintain low wholesale 
prices. The Department of Markef Analysis has identified fhe above measures, which include offering real 
choices to retail customers to protect themselves against high prices, as crucial to helping promote a more 
competitive wholesale electricity market in California. 


Page iii 
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EXECUTIVE SUMMARY 


This report reviews the performance of Caiifornia’s energy and anciiiary service markets from iate May to 

mid Juiy. It focuses on the key causes and market stniclure issues underiying the series of price spikes 

and high costs over this period. The body of the report examines in more detail the specific factors that 

contributed to price spikes in May and June. The major factors can be summarized in three areas: 

• High Demand and Tight Supply in California and Regional Markets 

• Market Design and Operabonai Features that Contributed to High Cost 

• Market Power and Scarcity Rent 

I. High Demand and Tight Supply in California and Regional Markets 

• High Peak Demand Growth. A major factor underiying the price spikes in May and June was high 
ieveis of demand. This was due to robust economic growth throughout the West over the iast few 
years, coupled with unseasonably high temperatures, which reached 1 -in-10 year highs for the months 
of May and June in many parts of the state. Average daily peak loads grew by 1 3% in May and 1 5% in 
June compared to these same months of 1999. 

• Units on Scheduled Maintenance and Forced Outages. Because May and June are typically 
marked by relatively moderate loads, high hydro nin-off, and some of the lowest energy prices of the 
year, this is traditionally a period when maintenance is done to prepare generation units for the peak 
summer months. In addition, the May and June price spikes coincided with an unusually high rate of 
forced outages within the ISO system, as well as In other control areas. During the May 22 price spike, 
about 22% of the state's nearly 1 7,000 MW of thermal generation recently divested by the state's lOUs 
to Non-utility Generation Owners (NGOs) was unavailable due to scheduled maintenance and forced 
outages. During the June price spikes, an average of about 10% of this generation capacity was 
unavailable due to scheduled maintenance and forced outages. Although these current outage rates 
may seem high compared to long-term historical outage rates, we expect that maintenance and forced 
outage rates may increase from historical levels due to the increasing age of the exisbng stock of 
generation plants.’ These unit outages - combined with a variety of transmission system outages - 
also played a key role in local area shortages and reliability problems. These issues are the subject of 
reports and information provided by other departments of the ISO. 

• Higher Gas Prices. There has been a significant increase in natural gas prices with an almost 
doubling from $2.50/MMBTU in June of 1999 to $5.00/MMBTU in June of 2000. The recent increase in 
gas prices is the most easily quantified factor underiying the high costs of electricity in June. About 
20% of the increase in overall electricity costs in June 2000 compared to Summer 1999 can be 
attributed to the doubling of natural gas prices over the last 1 2 months.* As loads moderated during 
the first two weeks of July 2000, electricity prices returned to 1999 levels when adjusted for the 
increase in natural gas prices over the last 12 months. 


’ Over 60% of California’s gas and oii-fired generation capacity is over thirty years old. As power plants 
age, they require more maintenance and are more prone to outages. In addition, current demand and 
supply conditions are causing many older plants to be operated and "cycled” on and off with increasing 
frequency, which tends to increase the frequency of maintenanrce and forced outages. 

* See Table 2 of report for details of this analysis. 
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Lack of New Investment in Generation and Transmission. Despite robust economic growth, there 
has been little new investment in generabon and transmission in California during the past 1 5 years. 

Tight regional supply and reduced imports. Tight regional demand/supply conditions affect 
Caiifornia's deregulated energy market in several ways. First, because California requires significant 
imports of electricity to meet demand during peak demand periods, Ught regional supply condiUons 
reduce the supply (and increase the cost) of imports available to meet demand. In addib'on, Ught 
regional supply condiUons - combined with the development of regional market hubs in which 
merchant generators may sell electricity - also increase the opportunity cost (and decreases the 
supply) of power within California available to meet demand. Finally, Ught demand and supply 
condiUons on a regional level also create Ure potenUal for the exercise of market power on a regional 
level by enUUes controlling available excess supply O-O- supply beyond what an entity may need to 
meet its own load or pre-exisUng contract obSgaUons). Diagnosing the amount of market power that 
may exist and be exercised on a regional level is extremely difUcult, and will be the subject of further 
invesUgaUon by the ISO in conJuncUon with other entiUes. 

. Market Design and Operational Features that Contributed to High Cost 

1 addiUon to the Ught supply and demand condiUons, several fundamental features of California's market 

tructure and design play a key role in explaining recent market performance and price spikes. Some of 

lese are likely to conUnue facing the ISO in the coming months. 

Lack of Demand-side Response to Prices. CriUcal to the working of all deregulated markets is the 
capability of loads to respond to prices and hedge against high prices. There are many regulatory 
barriers to bringing about price-responsive demand and fonvard market hedging within the current 
California market structure. 

' Under-scheduling of Loads and Generation. Recent aggregated bid informaUon released by the PX 
shows Urat supply being offered in the PX market is lower in quanUty and higher in price than the 
supply offered under comparable load condiUons last year.’ Decreased supply in the PX is attributed 
to two key factors. First, a signiUcant amount of thermal capacity divested to merchant generators is 
being scheduled through bilateral contracts or through regional block forward and spof markets. Of 
capacity scheduled through these bilateral or forward market contracts, a significantly greater amount 
appears to have been purchased for out-of-state markets. The result has been an increase in gross 
exports and a decrease in overall net imports into the California market. In addiUon, high real-Ume and 
replacement reserve purchase prices and quantities have created a significant opportunity cost that 
may have led suppliers to withhold or bid higher prices in the PX Day Ahead market. 

Price spikes in the ISO's real-Ume market during May and June occurred primarily during hours when 
the ISO needed to increment signiUcant amounts of generaUon in real Ume in order to meet demand 
due to under-scheduling of loads and generaUon in the Day Ahead and Hour Ahead markets. Most 
under-scheduling can be attributed to strategic bidding of demand and supply resources in the Day 
Ahead and Hour Ahead markets. UnUI recerrUy, large buyers appear to have successfully limited Ureir 
exposure to overall wholesale price spikes by their ability to shift demand into the real-Ume market. 
However, the ability of large buyers to "defend" against potential exercise of market power and lower 
costs during periods where there is a true shortage of supply has been limited in recent monttrs due to 


See presentation on Price Behavior in Cal-PX Markets: May-June 2000, prepared by PX compliance 
Unit for the Energy Oversight Board, June 29, 2000, available in archives on PX website fcalljx.com) 
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suppliers offering less supply at higher prices in the Day Ahead market and the ISO's policy to charge 
replacement reserve to under-scheduled load and over-scheduled generation. 

Replacement Reserve Procurement Policy. One of the key adjustments the ISO made following the 
May 22 events was to implement an operational practice of defending against significant under- 
scheduling of loads (and avoiding potential oof-of-marfretpurchases). The ISO would purchase large 
volumes of replacement reserve capacity to narrow the gap between scheduled and forecasted loads. 
In some hours, as much as 25% of system needs were met in the real-time market. This significant 
level of under-scheduling is largely attributable to the different market incentives faced by buyers and 
sellers. Large buyers try to "defend" against higher prices in the PX Day Ahead Market by shifting some 
of their demand to the real-time market and suppliers have offered less supply at higher prices in the 
Day Ahead market because of opportunities to earn higher replacement reserve payments and real 
time energy prices. An important objective from a reliability perspective is to limit the amount of 
transactions in real time. Creating stronger incentives for load and suppliers to bid and schedule in the 
forward markets will help reliability and promote more competitive markets. 


Reliance on Supplemental Energy from Other Control Areas. A key issue encountered during the 
May and June price spikes involves the difficulty of relying on supplemental energy bids (representing 
"unreserved" capacity) from other control areas to meet demand in real time during periods of tight 
regional supply/demand conditions. During extremely tight supply conditions, supplemental energy 
bids from neighboring controi areas have decreased signilicanlly. This occurs precisely when the ISO 
projects a shortfeil of operating reserves and faces the need to initiate out-of-market fuichases from 
suppliers in neighboring control areas in order to ensure sufficient supplies for projected peak demand 
in the afternoon hours. 

When purchasing energy out-of-market, the ISO has typically purchased mulb-hour blocks of energy at 
prices at or near the $750 price cap. Ou/-oT-mante/ purchases made during May and June included 
some multi-hour blocks of energy purchased at $750/MW, which spanned hours duriog which the ex 
post real-time imbalance price (the price paid to suppliers subsequentiy dispatched through the ISO's 
houriy real-time imbalance market) was below $750. From the ISO's perspecbve, this experience 
highlights the difficulty of relying on supplemental energy supplies to ensure system reliability; 

Suppliers negotiating out-of-markettiansacMons for blocks of energy at prices that may be higher than 
the ex-post price seriously undermine the operations of the ISO energy and ancillary services markets. 
If in-state generators know that a better deal can be had from out-of-market purchases than from 
participating in the ISO's market, then we would expect them to export their power to out-of-stale 
control areas and reduce their participation in the ISO's markets, thereby exacerbating the need for 
out-of-market purchases under right supply/demand conditions. 

From the perspective of the out-of-control-area suppliers, sales of blocks of energy during very tight 
suppiy and demand conditions provide a number of advantages. These inciude the ability to compare 
revenues from sales to the ISO against potential sales in other regional spot markets and bilateral 
transactions that are not conducted based on real-time hourly markets with ex posfmarket prices. 
However, from the perspective of suppliers within the ISO control area, any out-of-market purchases of 
energy at prices higher than the ex post price unfairly discriminate against suppliers participating in the 
ISO's hourly real-Sme market. 

The ISO's reliance on out-of-market purchases also creates operational concerns, due to the "manual", 
case-by-case nature in which out-of-market purchases may need to be made. Relying on out-of-market 
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mechanisms to meet a large volume of demand in teal time involves significant inefficiencies (as well 
as potential reliability concerns) in the event that either "too much" or "too little" energy is purchased 
out-of-market to meet real time demand. 


III. Market Power and Scarcity Rent 

In restructuring the California power market, divestiture of generation resources was an important means of 
mitigating market power. None of the current non-udlity generation owners have more than a 9% of share 
of total generation capacity in California, and previous analysis'' shows that the California wholesale energy 
market is competitive except for peak demand hours. Under the tight demand and supply conditions 
experienced in May and June of 2000, however, the incidence of high prices clearly highlighted that the 
remaining market power can have an extremely costly impact. 

Our analysis of the events of May and June and the behavior of market participants in causing price spikes 
distinguishes between the exploitation of market powerand scarcity rents which are derived from true 
willingness of consumers to buy under conditions of scarcity or shortage of supply. The classical economic 
definition of a workably competitive market is one in which a large number of firms compete to produce the 
same product and no firm is able to raise prices significanlly above system marginal costs for a sustained 
time period. A workably competitive market produces market clearing prices which are reasonably close to 
system marginal cost, i.e. the highest cost unit necessary to serve the load. Market power exists if firms 
have the ability to raise prices significantly above system marginal cost for a sustained period of lime 
unimpeded by competition from other suppliers, other substitute products, or demand response. 

Not all incidences of price exceeding system marginal cost are evidence of market power, because scarcity 
rents are legitimate during hours of shortage. Scarcity rents are appropriate when the level of electricity 
demand is such that there is little, if any, unused capacity available throughout the system and consumers 
have the ability to reduce their purchases as the price rises. In these instances, prices in the market should 
be set by the willingness of consumers to forego purchases of electricity, rather than by the bids of 
generators. These market conditions indicate genuine scarcity of generating capacity, because all 
available capacity is used and no additional capacity exists to serve any incremental increase in demand. 

Due to the extremely limited degree of demand elasticity that currently exists in California's newly 
deregulated energy market, the ISO's real-time price cap has had to serve as a proxy for consumers' 
willingness-to-pay during periods of true scarcity, as well as the limit on generator market power during 
periods of high demand. However, while price caps can serve as a proxy for consumers' willingness-to- 
pay during periods of true scarcity and limit market power during periods of high demand, price caps do not 
allow price signals to actually be sent to consumers, many of which would reduce demand if exposed to 
extremely high prices. Thus, price caps represent a very imperfect proxy for actual demand elasticity. 

Shortage can be defined for two geographic areas: a California ISO conirol area shortage and a greater 
Western regional shortage. A California ISO conirol area shortage is when net demand for capacity^ (total 
demand for capacity minus actual imported energy and reserve) is greater than the available capacily from 


■' Frank Wolak, Borenstein and Bushneil, "Diagnosing Market Power in California's Restnjctirred Electricity Market,', April , 2000, 
available from http:y/www.stanford.edu/-wolak. 

r Demand for capacity is the demand for energy plrrs losses and requaements for operating reserves and upward regulation 
service (measured in MW for any particular hour). 
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generation resources insirle the ISO control area. This type of shortage is influenced by the amount of 
available imports. The regional shortage definition extends the scope to the surrounding control areas to 
cover the entire WSCC region, and compares the entire regional demand for capacity with available 
capacity in the region. 

Our preliminary analysis shows there were shortages in the California ISO control area for a number of 
hours, when available capacity was not sufficient to meet the net demand for capacity. There were other 
high price hours when we cannot identify any apparent shortage and the high prices can clearly be 
attributed to market power. The presence of market power can be verified by bid prices significantly over 
the variable costs of many suppliers in the ISO's markets. The highest variable cost of in-state generators 
is below $100/MWh, while many suppliers routinely bid a significant part of their capacity at $750 (the price 
cap level). With supply limited and high demand, these bids are guaranteed to be selected to meet the 
demand during high load periods. 

The observed market power was the combined effect of the bidding activity of in-state and out-of-state 
generation resources. The available data and tools do not allow detailed analysis of the market power of 
out-of-state generation owners. The ISO, however, is not aware of any acute regional shortages in most of 
the high price hours. The high prices bid by out-of-state suppliers as well as the high prices quoted to 
ISO's out-of-market calls are indications of the market power of out-of-state suppliers. 

The divestiture of generation resources by lOUs has resulted in a market share of approximately 9% for a 
few of the large non-utility generation companies. These companies are net sellers who can profit from 
price spikes. While for most hours the ISO markets are sufficiently competitive, at high load conditions, a 
capacity share of 9% or less can give market suppliers a pivotal position. This implies that, at high load 
conditions, even suppliers with less than a 9% market share can have significant market power. When net 
demand for capacity in the ISO control area is more than 91% of available capacity, all suppliers can easily 
bid high prices, and know their bids will be accepted and set the market clearing price. Thus, prices have 
hit the price cap during many hours even when there is not a shortage on the system. 


Fundamental Corrective Measures 

The following fundamental could be implemented to facilitate the development of workably competitive 
wholesale energy markets: 

• Expedite Generation and Transmission Investment Although it is clearly a long-term market power 
mitigation measure, the California Energy Commission and other state agencies should expedite the 
siting and approval process for all new plants under consideration. The fact that siting power plants in 
California takes considerable longer than other surrounding states hinders the ability of new entry to 
mitigate market power. These state agencies should also allow the ISO to take a pro-active role in the 
determination of the need for new transmission investment. Given that transmission constraints 
enhance the ability of generators to exercise their market power, transmission upgrades have the 
potential to significantly increase the efficiency of the ISO's energy and ancillary services markets. 
Consistent with siting and environmental review, any transmission upgrade that reduces total energy 
and ancillary services costs on an annual basis by more than the annual cost of the transmission 
upgrade should be undertaken as soon as possible. 
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Clarification of Retail Sector Structure. An important contributing factor to the price spikes in the 
ISO's energy and ancillary services market is the lack of clarity regarding the structure of the retail 
sector. Under the current market rules, in any UDC territory not subject to a retail rate freeze, there are 
no market participants, besides individual consumers, with an incentive to lower wholesale prices. 
Because hourly wholesale prices must be passed through in retail rates, higher wholesale prices simply 
increase the cost of doing business to all retail suppliers. Given that all the parameters necessary for 
robust retail competition have not yet been determined by the California Public Utilities Commission 
(CPUC), there is also little reason to believe that retaB compebtion will provide the strong incentives to 
lower wholesale prices. 

Remove Barriers to Demand-Response Programs and Hedging. Crucial to the success of any 
iniSatives in the retail sector is the removal of all regulatory barriers to forward contracting by all load- 
serving entities, including the UDCs. Had the UDCs had the ability to fully contract their peak net 
demand position in the forward energy markets, it is unlikely that nearly as many price spikes would 
have occurred during May and June, and those that did would have been significantly less costly to 
final load. By restricting forward purchases by the UDCs to the PX block forward market, the CPUC is 
restricting the ability of these load-serving entities to mitigate market power in a least-cost manner. A 
second crucial feature to the success of either of the above two options to mitigating market power is to 
remove all regulatory barriers to price-responsive final demand. Either of the above two solutions must 
allow all UDCs complete freedom in configuring price-responsive demand programs. Subject to the 
retail rate freeze in the first option or robust retail competition under the second option, all load sen/ing 
entities should be able to offer pricing contracts which support a price-responsive hourly demand. 

Market Power Mitigalion Options Should Include Maintaining Short-term Purchase Price Caps 
and Instituting Incentives for Forward Scheduling. A sbort-lerm option for the summer of 2000 was 
to implement lower purchase price caps on the ISO's energy and ancillary services markets. Because 
of inadequate forward market purchases by the UDCs for the summer of 2000, price caps were one of 
the few short-term options for market power mitigation available to the ISO. However, there are 
uncertain reliability costs associated with implementing lower caps, with the ISO having to make out-of- 
market purchases at whatever price is necessary to maintain system reliability. This also creates a 
tremendous incentive for in-state resources to export outside of the ISO control area during high 
demand periods in order to sell this energy back into California through out-of-market transactions. 
Reliability concerns also dictate that the ISO have options to encourage all available capacity to be 
either submitted in a day-ahead energy schedule or bid into the ISO's day-ahead ancillary services 
market. Some potential options for reducing underscheduling include: charging bids or schedules not 
submitted in the Day Ahead (bilateral, PX, or ancillary service) markets, additional fees for transactfons 
in real-time markets, establishing an availability standard, and penalizing physical withholding and/or 
specifying a requirement for a certain portion of loads to be foraiard scheduled. However, each of 
these options should be carefully examined to assess the potential positive and negative market 
impacts. 
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The following report provides a more detailed discussion of these events and issues summarized above. 

The report is organized as follows: 

• Section II provides an overview and chronology of market performance and events from late May to 
mid-July2000, 

• Section Hi provides an estimate of the total market costs during this period, examines how these costs 
impact different market participants over the short-term, and summarizes these recent costs in a 
longer-term perspective of market energy costs before and since deregulation. 

• Section IV examines the issue of underscheduling of load and generation, and potential options that 
have been proposed or discussed for reducing the operational problems stemming from 
underscheduling. 

• Section V reviews the role that purchasing large quanbties of replacement reserve may play in ensuring 
reliability, as well as total energy costs. 

• Section VI examines the relationship between the CaSfbmia's energy markets and other regional 
markets, and how this relationship may impact policy and market design decisions. 

• Section VII examines the issue of scarcity vs. market power in the context of the recent price spikes, 
and other related issues discussed in this report. 
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II. Overview of Market Events and Performance 

This section provides an overview of demand and supply conditions during the May and June price spikes. 
Subsequent sections provide a more detailed discussion of underiying causes and impacts of the price 
spikes. The price spikes occurring during May and June were triggered in iarge part by unseasonably hot 
weather, which — coupied with the significant economic growth that has occurred over the last two years - 
created record high eiectric ioads for these months. Unlike most heat waves experienced during the ISO's 
first two years of operation, the May and June heat waves coincided with high demand (and unusual 
amount of forced and scheduled outages) on a regional level. As a result of these factors, the number of 
hours when peak loads hit critical levels in terms of both market power and potential scarcity of regional 
supply grew dramatically. 

Chronological Summary of Market Performance 
May Price Spikes 

• Price spikes in May began in the real time market on May 21 , when actual peak loads exceeded 
forecasted by nearly 3,000 MW, or about 9% (see Figure 1). On May 21 , prices approached the ISO's 
real time price cap several hours, hitting $632 and $732 during hours 15-16, while prices in the PX Day 
Ahead market (clearing on May 20) remained below $52 during all hours (see Figure 3). 

• Price spikes at the $750 continued in the real lime market on May 22, when loads peaked at 39,532 
MW, and PX prices rose to over $200 during the early evening hours. On May 22, the ISO purchased 
over 9,1 00 MWh of energy out-of-market for hours ending 12-21 (or an average of over 1 ,000 MW 
per hour over this 9 hour period) from suppliers outside the ISO's control area in order to ensure 
system reliability in the face of forecasted loads of over 40,000 MW. The price for most energy 
purchased out-of-market on May 22 was $750, vwlh average price of $723/MWh, compared fo a 
weighted average ex post price of about $523. Additional information on out-of-market purchases in 
May and June is provided in Secbon II of this report 

• Prices in the PX rose to over $400 for operating day May 23, while prices in the real time market 
dropped. This trend may be attributable in large part to the fact that actual loads on May 23 fell well 
below the level of loads being forecasted at the time of the Day Ahead market (run May 22 for 
operating day May 23), as shown in Figure 2. 

• Prices in the PX remained over $200 during the super peak hours of May 24, while prices in the real 
time market dropped to under $50 during these hours. This trend may again be attributable in large 
part to the fact that actual loads on May 24 fell well below the level of loads being forecasted at the 
time of the PX Day Ahead market the previous day (see Figure 2) . 

• During the May 21-24 period, PX prices spiked over $100/MW at loads of over 30,000 MW, and spiked 
over $200/MW as loads exceeded 35,000 MW. As discussed later in this report, price spikes during 
June occurred primarily during hours when loads exceeded 35,000 MW, and neared the $750 level as 
loads exceeded 40,000 MW. This difference reflects the difference in the amount of capacity 
unavailable during these two periods. During the May 22-25 period, about 6,600 MW in ISO control 
area was unavailable due to outages, while the amount of capacity out during the June price spikes 
generally ranged from 2,000 to about 3,000 MW. 
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Figure 1. May Load Conditions (1999 vs. 2000) 
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Figure 3. PX Day Ahead and Real Time Imbalance Prices (May 20-25) 



55.000 

50.000 g 

s 

>< 

45.000 fe 
c 
m 

40.000 I 

■o 

0) 

£ 

35.000 g 


June Price Spikes 

• In June, average daily peak loads grew by 15% in May, with peak loads growing by 6% compared to 
May 1999 {see Figure 1). 

• Loads exceeded 40,000 MW during 51 hours in June, compared to a total of only 56 hours of loads 
over 40,000 experienced during the entire three month period of June-August, 1999. Most of the hours 
when loads exceeded 40,000 fell during two major heat waves: June 13-16, and June 26-30. 

• Severe price spikes in the PX Day Ahead energy and ISO's ancillary service and real time markets 
occurred during two major heat waves: June 14 -16, and June 26-30. As discussed in the following 
section of this report, over 70% of up to $3.6 billion in market costs Incurred during the month of June 
were incurred during the peak hours of these eight days. 

• During the June 1 4-1 6 period, prices in the PX Day Ahead market averaged $387 during the peak 
hours (7-22), and exceeded the $600 level for 5 hours during this 3-day period. 

• Despite peak daily loads over 40,000 MW on June 21-22, PX Day Ahead prices did not rise above 
$271. Real time prices exceeded $700 during 4 hours during this period, hitting the $750 cap during 
two hours on June 21. 

• During the June 26-30 period, PX Day Ahead prices averaged $381 during peak hours (7 to 22), and 
reached or exceeded the $749 level during seven-hour block on both June 28 and 29. On June 28, 
constrained prices in NP15 reached an all-time high of $1099 for five hours. 
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Figure 4. June Load Conditions (1999 vs. 2000) 



Figure 5. Loads and Scheduies During June Price Spikes 



Page12 


808 


$800 

$700 

a $600 

y 

i $500 
o> 

p $400 
I $300 

S $200 

(L 

$100 

$0 

$800 

$700 

Q $600 

y 

i $500 

0 

p $400 

1 $300 

X $200 
il. 

$100 

$0 

$800 

$700 

S $600 

y 

a. $500 

0 

p $400 

1 $300 

X $200 

Q. 

$100 

$0 



809 


The higher PX prices during that June 26-30 heat wave appear to be due, at ieast in part, to an 
adjustment of demand bidding in tbe PX reflecting a willingness to pay significantly higher prices in the 
Day Ahead market. This adjustment may be attributable to the higher cost of demand met in the real 
time market due to the combination of higher real time prices, plus significant deviation replacement 
reserve charges. These issues are discussed In other sections of this report. 

Real time prices hit the $750 price cap at total of 24 hours over the four-day period from June 26-20, 
before dropping on June 30. 
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III. Total Market Costs 

This section provides an estimate of the financial magnitude of the May and June price spikes based on the 
amount of load served and prices in different energy and ancillary service markets. For this analysis, we 
estimated total market costs as follows: 

> Costs of scheduled energy (which includes loads and generation scheduled in the Day Ahead PX as 
well as bilateral markets or "self-scheduled" loads/generation) are esdmated based on the total Hour 
Ahead schedules valued at the market clearing prices in the PX Day Ahead market.' 

> Costs of energy met in the real time market are estimated based on the difference between actual 
loads and scheduled loads, multiplied by the real lime prices.' 

> Costs of Replacement Reserve, which accounted for a very high portion of ancillary service costs in 
June, were assumed to be allocated entirely based on unscheduled loads met in the real time market. * 

> Costs of all other ancillary services were assumed to be allocated based on actual loads. 

Figure 7 summarizes total daily costs for each of these four categories from the period May 18 through July 
5. Figure 8 shows a more detailed breakdown of costs in the ISO markets (real time energy, replacement 
reserve, and other ancillary services) for this same time period. As shown in Figures 7- 9: 

> Over 73% of total market costs during the month of June were incurred during the peak hours of the 
eight days from June 1 3 -1 6 and June 26-30. 

> The portion of ISO market costs incurred during the heat waves of June 13-16 and June 26-30 was 
even greater, with over 87% of total real time energy and ancillary service market costs incurred during 
these two heat waves. 

Figure 9 and Table 1 provide a summary and additional discussion of tofal monthly costs by each category, 
including a breakdown of scheduled energy costs based on the approximate portion load actually 
scheduled in the PX versus other schedule co ordinators. As shown in Figure 9 and Table 1, California's 
energy and ancillary service markets represented a $3.6 billion market in June, with the ISO real time and 
ancillary service markets accounting for about $765 million, or approximately 21% of total market costs 
during June. 

Table 2 shows a calculation of the extent to which price increases in June may be attributed to higher gas 
prices relative to the summer months of 1999 (June to August). As shown in Table 2, at least 20% of the 
increase in total cost per MWh of load served in June 2000 relative to the summer months of 1 999 may be 
directly attributable to the increase in gas prices over the last year. It should be noted that this example is 
based on what may be a conservative estimate of the average heat rate of the marginal unit needed to 
meet demand, since during many of the hours when prices were highest in the ISO system, resources with 
much higher heat rates were needed to meet demand. For instance, based on an average heat of 1 6,000 


s In effect, this approach values all loads and generation that is scheduled through final Hour Ahead schedules at the PX price. 
In practice, the actual price of a portion of this generation may depend on pre-agreed contract prices and other bilateral 
arrangemenls.The average of the zonal prices in SP15 and NP15 is used to approximate the amount of load met at each zonal 
price. 

r See Footnote 5. 

® In practice, a relatively small portion of Replacement Reserve that was not procured as Deviation Replacement Reserve in 
June may in fact be billed based on total load, rather than unschedided deviations. We did not attempt to exactly replicate the 
actual allocation of these costs in the ISO settlement process. 
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MMBTU/MWh the price increase in June due to Wgher gas prices may reach $35, or about 27% of the price 
increase relative to summer 1999. 


Figure 7. Total Daily Energy and Ancillary Service Market Costs 
(May and June Heat Waves) 
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Figure 9. T otal California Energy Market Costs, June 2000 
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California's energy and ancillary services markets represented a total market value of up to $3.6 billion In June 2000. 
In the figure above, total market costs are estimated based on total loads and schedules in the ISO system, valued at 
prices in the majw PX and ISO energy and ancillary services markets. Additional details of how overall costs were 
estimated based on overall system loads, hour ahead ene^y sdiedules, and market clearing prices and quantities in 
die PX and ISO markets are provided in the text of this repwt and in Table 1 . To the extent that some energy was 
■^re-purchased" by buyers through bilateral transactions and forward market hedging (such as the PX's block 
forward markets), actual costs paid by buyers would be Iowa" than the $3.6 billion Value" of California's energy and 
ancillary service markets at market clearing prices. 

The PX Day Ahead market accounts for the largest fwrtion of California's energy market representing a total market 
of $2.3 billion (or 65% of total market costs) in June. When valued at PX Day Ahead price, other energy scheduled 
in the Day Ahead and Hour Ahead markets (which Includes bilateral transactions and municipal loads) represents a 
total market value of over $500 million in June. 

The ISO real time market accounted for about $330 million in costs, or about 9% of the total wholesale market in 
June. Another $216 million (or about 6% of total market costs) was incurred due to replacement reserve capacity 
purchased by the ISO to ensure reliability in the face of sigmficant underscheduling of loads and generation in the 
forward markets during many peak hours. The cost of replacement reserve purchased due to underscheduling is 
allocated based on uninstructed deviations in real time, includes loads that were not scheduled in the Day 
Ahead or Hour Ahead market Other ancillary services, vidikdi are billed based on metered demand, accounted for 
about another $21 9 million (or about 6% of total market costs). 
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Table 1. Total Market Costs per MWh of Load, June 2000 



Total Costs 

Total 

Avg 


(Millions) 

MWh 

$/MWh 

PX Day Ahead [ij 


17,219,831 

$134 

Other [2] 


3,518,567 

$150 

Scheduled Enetgypj 

$2,830 

20,738,398 

$136 

Real Time Imbalance Market4] 

$330 

867.447 

$381 

Replacement ReservefSj 

$217 

867,447 


Real Time Energy (Effective PriceXo) 

$547 

867,447 

$631 

Total Energy (Weighted 

$3,377 

21,605,845 

$156 

Other Ancillary ServtcesfTl 

$219 

21.605.845 

$10 

Total Average Price 

$3,596 

21,605,845 

$166 


[1] PX MCQxAvg 

[2] (Final HA Scheduled - PX UMCQ) x Avg PX 

[3] Final HA Scheduled x Avg PX 

[4] (Actual Load - Final HA Schedule) x Avg PX 

[5] Assumes Total Replacement Reserve ^st 

to Deviations between Actual and Hour Ahead 

[6] Effective Price of Unscheduled Energy (Real Time Price + Replacement Rese 

[7] Regulation, Spin and Non-spin (MCP x MCQ, Day Ahead + Hour 


Table 2. Potential Increase Due to Gas Price 

Summer 1999 June 2000 Difference 

Average Daily Gas Price [1] 

$2.56 


$2.17 

Averaqe Marginal Heat Rate [2| 

12,000 



Marginal Fuel Cost 

$31 

$57 

$26 

Average Total Cost [3| 

$36 

$166 

$130 

Increase in total cost per MWh of load due to Gas Price [4] 

20% 


[1] Average daily spot mari^et price in Northern California 

[2] Assumption of average heat rate of marginal unit needed to meet demand. 

[3] Includes energy and ancillary service costs, as shown Table 1. 

[4] $26 increase due to gas price + $130 increase in ttxal costs o«’ MWh of load served. Under the assumption of an 
average peak hour heat rate of 16,000 MMBtu, the same calculations show that the price increase in June due to 
gas prices may be as high as $35, or about 27% of the price itxxease relative to summer 1999 months. 
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Figure 10. Out-of-Market Purchases 
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The charts above show out-of-market purchases by the ISO during the months of May and June. 

Over this period, about 60% of the energy purchased out-of-market by the ISO was at a pre-agreed 
price equal to the $750 price cap In effect during May and June. About 1 0% of out-of-market energy 
was procured at a price of $750 during hours when the real time price hit the $750 price cap through 
agreements under which suppliers were paid the ex post real time price. The remaining portion of real 
dme energy procured out-of-market was at bid or pre-agreed prices less than $750. Overall, Ihe 
average price paid for energy out-of-markel was $690, compared to a weighted average ex post real 
lime price of over $600 during hours when this energy was procured. The difference in average price 
paid for out-of-market energy and weighted average value of this energy at the real time price is due 
primarily to the purchase of some energy oul-of-market at the $750 level (made during the morning of 
several operating days) for hours when the real lime ex post price ultimately fell below $750. 
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As shown in Figure 1 0, which provides a summary and rSscussion of out-of-market purchases by the ISO 
during May and June, out-of-market purchases accounted for a relatively small portion of total real time 
energy costs over these months. During May and June, out-of-market purchases of energy to meet 
demand in the real time market totaled about $28 million, with a value of $25 million based on the 
corresponding hourly ex post real time price (see Figure 10 for more detailed discussion). 

Figures 1 1 and 1 2 examine the issue of how the $3.6 billion in total market costs may ultimately affect 
different market parbcipants and consumers. As shown in Figure 1 1 : 

> Publicly available data on the total volume of net sales in the PX block forward market for NPl 5 show 
that PG&E may have hedged up to about 1,100 MW in the block forward market in June and about 
1,800 MW in the other summer months out of a limit of about 3,000 MW allowed by the CPUC, 

> The net volume of sales in the SP1 5 block forward market indicates that SCE may have hedged about 
1 ,750 MW of its 2,200 MW limit in June, and about 3,000 to 3,500 MW of its 5,200 MW limit for the 
months of July to September. 

Figure 1 2 and the accompanying discussion provide information concerning how total market costs 
incurred in June could ultimately impact different customers, lOU shareholders, and other market 
participants. It should be noted that actual impact that price increases depends a variety of factors beyond 
the scope of this analysis, and that other entities in California are better able to assess these impacts. 
However, information in Figure 1 2 is provided in this report to assist other entib'es in making such 
assessments, and to provide a preliminary indicabon of the ulbmate impact of the June price spikes in 
terms of these different groups. As shown in Figure 12: 

> At least 34% of costs incurred by the state's major lOU's (PG&E and SCE) are paid, in effect, to 
themselves as a result of generation owned by these ubiities. 

> We esbmate that another 6% of costs in June were hedged through 2,850 MW sold in the PX block 
forward markets. For this example, we have assumed that energy purchased in the NPl 5 and SP1 5 
block forward markets was purchased by PG&E and SCE, respecbvely. The potbon of amount of total 
market costs (previously shown in Figure 10) that was hedged by these purchases (shown in Figure 
12) was esbmated by multiplying the amount of energy purchased in the PX block forward market by 
the average value of this energy based on average PX prices during the 6 x 16 hour period covered in 
the block forward market ($172 MWh). 

> Remaining costs for the state's two major lOUs are partially covered in the frozen retail rates currendy 
charged to PG&E and SCE customers. For instance, while costs for unhedged energy procured by 
lOUs in June may average about 1 6.6 cents/kWh, retail rates for the major lOUs Include approximately 
6 cents/kWh for recovery of energy charges and CTC recovery. Consequently, to provide an indicabon 
of die porbon of energy costs increases that may impact shareholders of the major lOUs, Figure 1 2 
further reduces the total potenbal cost exposure of the major lOUs by the amount of these costs that 
are covered in current retail rates.’ 

> Due to the rate freeze, costs not hedged or recovered through frozen rates may ulbmately have the 
effect of delaying repayment of the Competitive Transition Charge (CTC), and/or the uibmate level of 
CTC recovered by lOU's. As noted above, we esbmated the porbon of costs that may impact the CTC 


9 Specifically, Figure 12 assumes that while the cost of unhedged energy procured by the state's major lUO in June averaged 
about 1 6,6 cents/kWh, retail rales for the major lOUs include approximately 6 cems/kWh for recover of energy charges and 
CTC recovery. 
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recovery based on the total market energy costs of PG&E and SCE not covered by either (1 ) estimated 
revenues from self-owned generation, (2) hedged by block market purchases, or (3) recovered in the 
frozen retail rates currently charged to PG&E and SCE customers. Results of this analysis are 
depicted in Figure 1 2 as 'Potential Negative CTC Recovery". 

> Direct access customers, ESP and municipals are estimated to account for about 1 7% of total loads 
and costs. Many of these loads are likely to be covered by bilateral contracts, so that cost impacts 
between customers and Energy Service Providers (ESPs) depend on the nature of each contract and 
the extent to which supplies for these customers were hedged through forward contracts. 

> SDG&E, which has repaid its CTC and is no longer under a rate freeze, is estimated to account for 
about 6% of total market costs in June, 
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Figure 11. Forward Market Hedging in the PX Block Forward Market 
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The ability of California's two major utilities (PG&E and SCE) to hedge against high prices in the PX Day 
Ahead by pre-purchasing energy in other forward markets is currently limited by CPUC regulations in terms of 
both the quantity they may hedge, as well as the markets in which they may participate. UDCs are required 
to make all forward market purchases through the PX's block forward market. In addition, PG&E and SCE 
were limited to block forward market purchases of aboia 3,000 MW and 5,000 MW, respectively, during the 
summer 2000 months. Block Forward market hedging limits were based on levels requested by utilities, and 
were designed to allow each utility to hedge it's average minimum load during the peak summer months. 

As shown in the charts above, publicly available data on the total volume of net sales in the PX block forward 
market for NP1 5 show that PG&E may have hedged up to about 1 ,1 00 MW in the block forward market in 
June and about 1 ,800 MW in the other summer months out of a limit of about 3,000 MW allowed by the 
CPUC. The net volume of sales in the SP15 block forward market indicates that SCE may have hedged 
about 1,750 MW of its 2,200 MW limit in June, and about 3,000 to 3,500 MW of its 5,200 MW limit for the 
months of July to September. 
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Figure 12. How Are Market Costs Allocated Among Consumers, 
iOUs and other Market Participants? 



The figure above shows an estimate of how total market costs Incurred in June could ultimately impact different 
custom^s, lOU shareholders, and other market participant 

At least 35% of costs incurred by the state's major lOU's (PG&E and SCE) are paid "to themselves" as a result of 
generation owned by these utilities. In making this catculaticm. revenues from lOU generation was estimated based 
on actual market schedules and market clearing prices. 

Another 6% of costs in June were hedged through 2,850 MW sold in the PX block forward markets. The portion of 
total market costs already covered or hedged by block forwaKl market purchases was estimated in Figure 1 2 by 
valuing block forward purchases at the PX Day Ahead price. 

Remaining costs for the state's two major IOUs are partially covered in the frozen retail rates currently charged to 
PG&E and SCE customers. For instance, while costs for imhedged energy procured by the two major IOUs in June 
may average about 16.6 cents/kWh, retail rates for the major IOUs include approximately 6.27 cents/kWh for 
recovery of energy charges and CTC recovery. Consequently, to provide an indication of the portion of energy cost 
increases that may impact shareholders of the major IOUs, Figure 12 further reduces the total "unhedged" costs 
incurred by the major IOUs by the approximate portion of these costs that are covered in current retail rates (-6 
cents out of an average cost of 16.6 cents). 

Due to the rate freeze, costs not hedged or recovered ttrough frozen rates may ultimately have the effect of delaying 
repayment of the Competitive Transition Charge (CTC), and/or the ultimate level of CTC recovered by lOU’s. For this 
reason, this portion of total market costs is labeled "Potenlal Negative CTC Recovery" in Figure 12. 

SDG&E, which has repaid its CTC and is no longer under a rate freeze, is estimated to account for about 6% of total 
market costs in June. Direct access customers are estimated to account for about 1 7% of total loads and costs. 
Many of these loads are likely to be covered by bilateral contracts, so that cost impacts between customers and 
Energy Service Providers (ESPs) depend on the natwe of eadi contract and the extent to which supplies for these 
customers were hedged in the forward markets. 
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IV. Underscheduling of Loads and Supply 

During June, the total amount of load and generation scheduled in the Day Ahead and Hour Ahead market 
consistently hit a plateau of about 35,000 MW, with any remaining load above this level being met in the 
real time imbalance market (see Figure 5 and 6 in previous section). Figure 13 summarizes the overall 
pattern of underscheduling during the month of June at different load levels. 

Figure 1 4 and the accompanying text summarize several of the key factors creating large under-scheduling 
of loads and generation in the ISO's real time imbalance market. Recent PX market prices and volumes - 
as well as sample aggregate supply and demand curves released by the PX - indicate that despite recent 
"shills' in aggregate demand (reflecting an increased willingness-to-pay in the forward markets), the ability 
of buyers to increase purchases in the PX Day Ahead markets is severely limited by the nearly verbcal 
slope of the PX supply curve around the 30,000 MW level. Due to the nearly vertical slope of supp^ 
offered in the PX at this level, any outward shift in demand simply increases the Market Clearing Price 
(MCP) significantly, with a minimal increase in the Market Clearing Quantity (MCQ). As a result, large 
buyers have an incentive to minimize overall costs by limiting tbeir purchases in the PX market when 
overall aggregate demand intersects supply at this neatly vertical portion of the supply curve. Thus, the 
massive underscheduling that is occurring during high load hours represents a failure of both supply and 
demand to clear and schedule in the forward markets. 

Within the current design of California's energy markets, the ability of buyers to limit the prices they are 
willing to pay in the forward energy markets and shift demand into the real time imbalance market 
represents one of the major ways that large buyers can limit overall costs and defend against market 
power. Other tools for "defending" against high prices due to both market power and scarcity include 
demand elasticity, and the ability of buyers to procure supply in forward markets and through bilateral 
contracts. However, the ability of buyers to uSIize these tools is currently limited significantly due to 
regulatory constraints and the relatively immature nature of California's recently deregulated energy 
market. 

One option that is sometimes suggested for reducing the reliability problems associated with under- 
scheduling of loads and generafion is to simply require all (or a very high percentage) of actual expected 
loads and available generation to be scheduled in the forward markets. As illustrated in Figure 1 5 and the 
accompanying discussion, this is likely to simply cause the PX price to clear at $2,500 during many hours 
when prices now clear in the $500 to $750 range. 

Another market design feature that may prevent buyers from paying the higher prices necessary to 
purchase and schedule addibonal load in the PX Day Ahead market results from the combination of: 

(1) a requirement by the PX that adjustment bids for decremental demand submitted with inibal schedules 
for load purchased in the PX be higher than the PX unconstrained price, and 

(2) the ISO's requirement that adjustment bids not exceed the current $500 price cap (set at $750 during 
the June price spikes). 

In combination, these two constraints can expose buyers in the PX to extremely high constrained prices in 
the event of congestion. For instance, if the unconstrained price is higher than the ISO's price cap, buyers 
in the PX are unable to submit adjustment bids which meet both the PX requirement that adjustment bids 
be hrg/terthan the unconstrained price, as well as the ISO's requirement that adjustment bids be towerthan 
the ISO's price cap. This creates the risk that in the event of congestion, insufficient adjustment bids would 
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Figure 13. Average Underscheduling of Loads and Generation 
by System Load Level (June, 2000) 
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As prewously shown in this report, the total amount of load and generation scheduled in the Hour Ahead 
Schedules consistently hit a plateau of about 35,000 MW, with any remaining load above this level being 
met in the real time imbalance market (see Rgures 5 and 6) . The 35,000 MW plateau of load and 
generation scheduled in the Day Ahead and Hour Atead markets represents a maximum of about 30,000 
MW scheduled in the Day Ahead PX market plus a nwidmum of approximately 5,000 MW scheduled 
during peak hours from other Schedule Co-oitinators (SCs). Loads and generation scheduled by other 
SCs includes municipals, direct access customers, and other non-lOU loads and generation. 

The figure above summarizes the average amount of underscheduiing at different system load levels in 
June, in terms of total average MW (represented by bars charted on left axis) and as percentage of total 
system loads (represented by the line charted against the right axis). 

Underscheduiing of loads and generation in June was minimal below 30,000 MW, and averaged less than 
5% of total loads up to load levels of about 35,000 MW. However, virtually all load and generation over 

35.000 MW unscheduled in the Day Ahead and Hoir Ahead markets. 

The average amount of real time energy imbalance climbed from about 10% of total system loads at 

38.000 MW, up to about 20% of total system peak loads (or nearly 9,000 MW) during hours when system 
load exceeded 43,000 MW. When system loads peaked at 43,447 MW on June 1 6 (Hour 1 6). total loads 
exceeded final Hour Ahead schedules by 9,064 o( about 21 % of total system load. 
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Figure 14. Illustrative Example of Supply and Demand in PX Day Ahead Market 



Total Quantity {MW) 


The figure above iliustrales several of the key factixs creating large under-scheduling of loads and generation in 
the ISO's real time imbalance market. Due to the v^ sleep ^(^e of the PX supply curve around the 30,000 MW 
level, any outward shift in the demand curve (representing an increased willingness of one or more buyers to 
purchase energy at relatively high prices) results in a sigrwficant increase in the Market Clearing Price (MCP), but 
only a small increase in the Market Clearing Quar% (MCQ). 

Since the MCP is applied to the entire quantity purchased in tfie PX Day Ahead, large buyers have an incentive to 
limit their demand (or at least toe portion of demand bid at v«y high prices) when the overall aggregate demand 
curve is intersecting the supply curve within this ste^y sloped (almost vertical) portion of the PX supply curve. 
Although this sometimes requires a large portion of demand to be met in the real time market at potentially higher 
prices, this strategy limits overall costs paid by large buyers. 

Within toe current design of California's energy markets, the ability of buyers to limit the prices they are willing to 
pay in toe forward energy markets and to shift demand into the real time imbalance market represents one of the 
major ways that large buyers can limit overall costs and defend against market power. Because of toe nearly 
vertical slope of toe PX supply curve at toe 30,000 MW level, the massive underscheduling that is occurring during 
high load hours represents a failure of both supply and demand to "clear" and schedule in the forward markets. 
Figure 15 provides additional discussion of this issue. 

In this illustrative example, toe shape of toe PX supf^y ar^J demand curves is approximated based on actual data 
for several hours in June recently released by toe PX (see Footnote 2), as well as publicly available data on toe 
Market Clearing Price and Quantity in toe PX Day Ahead market during peak hours in June (represented by red 
dots in toe figure above). Actual aggregate PX demand and simply curves are only released after a six-month lag 
period. 


Page27 




823 


Figure 15. Why Not Simply Require Load to Be Scheduled in the Forward Market? 

Total supply currentiybid at 



Total Quantity (MW) 


One option that is sometimes suggested for reducing the reiiabili^ problems associated with under-scheduling of 
loads and generation is to simply require all (or a very hi^ p^centage) of actual expected loads and available 
generation to be scheduled in the fonivard markets. 

The figure above illustrates several of the numerous problems vwth diis approach. First, it must be remembered that 
over the short-term, many buyers (including California's majw UDCs) are currently limited in their ability to meet 
demand by purchasing through die entire range of faward mark^, ranging from regional futures and spot markets, 
to "Iraditionar bilateral contracts with individual suppliers. As a result, the state's UDCs must - over the short-run at 
least - continue to look to the PX Day Ahead market to meet a large portion of their demand. 

Demand bid curves recently released by the PX suggest that the amount of demand currently being bid into the PX 
during peak hours meets or exceeds total actual loads, but that much of this demand is simply bid at a relatively low 
price so that it is very unlikely to clear under current market conditions (see Footnote 3, page 2). In order to ensure 
that their demand is scheduled in the forward markets, bu^ would need to bid their total expected net demand Into 
the PX as iDrlce takers" (i-e. at the maximum bid price of $2.500/MW allowed for both supply and demand bids due 
to the PX's software). Unless a lower bid cap was placed on the PX market (and some way of requiring generators 
to bid capacity into this market was established), this would snnply cause the PX price to clear at $2,500 during many 
hours when prices now clear in the $500 to $750 range. 

Supply bid curves recentiy released by the PX suggest tfrat the amount of supply currently being bid into the PX even 
at the $2,500 level during peak hours is well below the total available supply (including imports) and the level of 
supply needed to meet total demand (see Footenote 2). However, additional supply may be attracted to the PX if 
virtually all demand was required to bid into the PX as >ice takers" or at a price comparable to the potential 
opportunity cost of capacity in other ISO and regiwial markets. 
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be available to relieve congesUon, so that the Default User Charge (DUC) equal to the ISO price cap would 
be in effect. Under the Default User Charge, buyers are exposed to very high congestion charges of $500. 

This feature of the market design represents the likely explanation for many hours in late June and late July 
when the PX market has clears slightly below the ISO's price cap (e.g. $749 or $499). This allows buyers 
to submit adjustment bids for decremental demand at a price slightly higher than the unconstrained price, 
which is still equal to or lower than the ISO price cap on adjustment bids. 

The issue of the whether or not the adjustment bid cap should be modified or "unlinked" from the real time 
energy price cap requires careful examination, in order to avoid potential adverse affects which lead to the 
setting of a single price cap for both real time energy and adjustment bids. 

Figures 16 through 18 provide an examination of underscheduling by UDC area, based on aggregate total 
Hour Ahead Schedules and Final Loads within each UDC area. Thus, data in Figures 1 6 through 1 8 include 
both lOU loads and other entities within each UDC area. 

> As shown in Figures 16 through 18, the level ofunderscheduling is highest (in terms of total MW and 
as a percent of actual load) in the PG&E area, followed the SCE area, with a relatively small amount of 
underscheduling in the SDG&E area. 

> This pattern may largely reflect the fact that the incentive for buyers to limit purchases in the Day 
Ahead Market is largely a function of each buyer's size: while larger buyers can have a very big impact 
on market clearing prices, smaller buyers have much less impact, and therefore have less incentive to 
limit purchases. 

> in addition, it is important to note that smaller buyers benefit from this pattern, in that they are able to 
meet a relatively large portion of their demand in the PX market at lower prices due to the purchase 
strategies of larger buyers. 

The following section of this report discusses the impact that purchases of large quantities of deviation 
replacement reserve at high prices often hitting the $750 price cap) appears to have had on under- 
scheduling of both load and generation during June. 


Figure 16. Underscheduling By UDC Area 
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Figure 17. UDC Area Underscheduling By System Load Level 
UnderscheduUng As a Percentage of Total UDC Area Load 
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V. Purchase of Replacement Reserve 

One of the key adjustments made by the ISO following the May 22 events was to implement an operational 
practice of defending against significant underscheduling of loads (and avoiding potential out-of-markel 
purchases) by purchasing large volumes of replacement reserve capacity to narrow the gap between 
scheduled and forecasted loads. However, market performance during June indicates that the practice of 
purchasing replacement reserve based on the difference between scheduled and forecasted loads may 
have instead contributed to the development and/or perpetuahon of a spiral of price spikes and 
underscheduling, 

• Despite day ahead forecasted loads of up to 45,000 MW on the three day period from June 13-15, the 
amount of load and generation scheduled in the forward energy markets remained at approximately 
35,000 MW. (See Figure 19) 

• In contrast to the May 22 event, during the June 13-15 period the ISO purchased large quantities of 
Replacement Reserve (up to 7,000 MW) based on the difference belween forecasted loads and 
generation/loads scheduled in the Day Ahead market as shown in Figure 19. 

• Purchasing this Replacement Reserve was intended to serve two purposes: (1) provide a firmer source 
of supply needed to meet projected demand (i.e. compared to supplemental energy bids, which have 
no obligation to deliver), and (2) provide an incentive for load to be scheduled in the forward market in 
order to avoid being billed for the additional cost of this Replacement Reserve. 

• The large volumes of Replacement Reserve purchased by the ISO accomplished this first objective by 
significantly reducing - but not entirely eliminating — the need to rely on "uncommitted" generation 
from supplemental energy bids. 

• In practice, however, it appears the purchase of significant amounts of Replacement Reserve under the 
extremely tight supply and demand conditions existing during the June 13-15 period may have created 
an additional incentive for suppliers to withhold capacity from the Day Ahead PX market (by not 
bidding, or bidding at extremely high prices that buyers are unwilling to pay), and shill additional 
capacity into the Ancillary Services (particularly Replacement Reserve) and real time markets. As 
previously noted, suppliers can beneFit from this strategy in two ways: they may be highly likely to 
receive a real time energy price higher than the Day Ahead PX price, and can receive both a capacity 
and energy payment by supplying Ancillary Services. 

Figure 20 illustrates the effect that tight demand/supply conditions - coupled with the purchase and 
dispatch of large quantities of replacement reserves - may have had on PX market energy prices during 
the June 1 3-1 5 period. As shown in Figure 20, significant amounts of under-scheduling and real time price 
spikes occurred during both the May and June heatwaves. However, PX Day Ahead prices rose 
significantly higher during the June heat wave, patticulariy in the days after large quantises of replacement 
reserves were purchased by the ISO, 

Figure 21 compares the market clearing prices for Replacement Reserve during the May and June heat 
waves, along with the quanSfies of Replacement Reserves purchased. As shown in Figure 21 , 
Replacement Reserves prices ranged from $250 to $500 during the peak hours of May 22 through 24, and 
spiked in the Hour Ahead market several hours on May 22-23 when the ISO procured significant amounts 
of Replacement Reserve in the Hour ahead market. During the June heat wave, however, the price of 
Replacement Reserve cleared at the $750 price cap during virtually all peak hours in both the Day Ahead 
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and Hour Ahead Markets, as the ISO purchased virtually all supplies offered in both these markets over this 
three-day period. Figure 22 illustrates the steepness of the supply curve and relatively large quantities of 
Replacement Reserve purchased by the ISO during June. AddiUonal information on the bid prices of supply 
offered in the Replacement Reserve Market is provided in Section VI. 

The purchase of replacement reserves is intended, in part to discourage buyers from under-scheduling in 
the forward markets. However, as discussed in Section III of this report, experience during the June heat 
waves suggests that - at least over the short tun— there may be little buyers can do to purchase additional 
energy in the forward markets. From the perspective of large buyers, this creates an incentive to continue 
the careful balancing act of attempting to under-schedule some portion of demand in the forward energy 
markets in order to minimize overall payments. Figure 23 and the accompanying discussion summarize 
the overall impact that deviation Replacement Resen/e purchases and prices had on effective prices in the 
PX Day Ahead and ISO real time market in June. 
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Figure 23. Replacement Reserve Purchases and MCP Prices (June) 

Day Ahead Market 
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The figure above compares the average PX Day Ahead price and ISO real time price at different load 
levels, along with the average estimated additional cost for load met in the real time market due to 
Deviation Replacement Reserve purchases. The average Deviation Replacement Reserve charge per 
MWh of load met in the real time market at each load level was estimated based on total Replacement 
Reserve costs, divided by the total difference between actual system loads and final hour ahead 
schedules. From the perspective of buyers, the effective cost of load met in the real time market includes 
both the real time energy price, plus Deviation Replacement Reserve charges. Thus, while average PX 
and real time prices tracked very closely at virtually all load levels in June, the effective price buyers in 
the real time market exceeded the PX price during load levels above 35,000 MW, At load levels of 40,000 
MW and above. Deviation Replacement Reserve charges represent an estimated $400 to $500/MW, with 
average prices in both the PX and real time market nearing the $750 price cap at load levels of 42,000 
MW and above. During the first two summers of operation, prior to implementation of Deviation 
Replacement Reserve charges real time prices consistently hit the $250 price cap at very high load 
levels, but PX prices rarely exceeded $1 50 due the limited demand in the PX at prices above this level. 
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VI. Regional Energy Markets 

This section examines prices and suppiy trends in other regionai energy markets, which can play a pivotai 
roie in Caiifornia's energy markets during tight supply and demand conditions. 

Imports and Exports 

Average imports and exports between the iSO system of surrounding regionai markets during peak ioad 
hours of June-August 1999 and June 2000 are summarized in Figures 24 and 25. More detaiied 
information is provided in Tabie 3. As shown in these figures: 

> Net imports into the iSO decreased by approximately 1 ,000 MW during the 51 hours in June with iSO 
system ioads of 40,000 compared to the 56 hours during the summer 1 999 months with loads of at 
least 40,000 MW. As shown in Figure 24 and Table 3, the bulk of this drop in net imports stems from 
increased exports to southwestern control areas. 

> While total net imports of energy and resen/e capacity from the Northwest has actuaiiy increased, the 
amount of energy scheduied in the Day Ahead and Hour Ahead market from the Northwest has 
dropped by over 1,800 MW (see Figure 24 and Table 3). This reflects a significant shift away from the 
forward markets, toward the Repiacement Reserve and real time supplemental energy markets. 

During tight suppiy and demand conditions, this shift has created significant uncertainty about the 
avaiiable imports to meet demand in real time and has led the ISO to increase purchases of 
Replacement Reserves. 

!- Overall, the combined effect of increased exports to the southwest and decreased scheduling from the 
northwest energy in the forward markets has been to reduce total net energy imports scheduled in the 
Hour Ahead market by over 3,000 MW (see Figure 25 and Table 3). As noted above, this has created 
significant uncertainty about the availability of sufficient supply to meet demand in real time during high 
load conditions. 


Comparison of Regional Energy Uarket Prices 

Regional energy markets in which supply and demand in the ISO system may be transacted include: 

> NYMEX futures markets for monthly blocks of energy for peak hours (known as 6x1 6 blocks). 

> ThePXblock forward market for similar blocks of peak energy 

> The PX Day Ahead market for hourly 

> Daily spot markets, in which blocks of energy may be bought or sold at the beginning of each operating 
day, and 

> The ISO's hourly real time imbalance energy market. 

Prices in the different regional energy markets track closely, particularly when averaged over "6 x 1 6" peak 
hour blocks on a monthly basis, as shown in Figure 26. One notable exception to this trend in May and 
June was NYMEX future prices for monthly energy blocks, which closed significantly lower than prices in 
the daily spot and hourly PX and ISO energy markets. This may be attributed to the unexpectedly high 
prices experienced in these months due to the combination of factors examined in this report. 
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Figure 24. Change in Gross Imports During Peak Load Hours 
June 1999 vs 2000 (Hours When Loads > 40,000 MW) 
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Figure 25. Change in Net Imports During Peak Load Hours 
June 1999 vs 2000 (Hours When Loads > 40,000 MW) 
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Table 3. Change in Gross and Net Imports - June 1999 vs 2000 
During Peak Hours (Loads > 40,000 MW) 


Hour Ahead Energy Oper. Reserves Ref^acement 




Schedules 


(.Snin n Nnn-sninl 

Reserve 

Suppl. 

Total HA 

Total 

Total 

Reaion Year 

Imp 

Exp 

Net 

CaDacitv 


Caoadtv 

Enerov 


Capacity 


Enerov 

NW 

1999 

4.930 

408 

4,522 

21 

0 

30 

1 

285 

4,573 

4,857 

4,807 

NW 

2000 

3.348 

684 

2.663 

263 

108 

1.300 

617 

1,288 

4,227 

5.515 

4,676 


Change 

•1,583 

276 

-1,859 

242 

108 

1,270 

616 

1,003 

-346 

657 

-132 

SW 

1999 

3,898 

2.439 

1,459 

191 

26 

125 

31 

777 

1,776 

2,553 

2,293 

SW 

2000 

3.638 

3,226 

412 

33 

46 

861 

607 

623 

1,356 

1.978 

1,687 


Change 

-260 

787 

-1.048 

-108 

20 

7X 

576 

-154 

-420 

-575 

-606 

CA 

1999 

1,072 

269 

783 

128 

29 

58 

9 

57 

970 

1,027 

878 

CA 

2000 

827 

193 

635 

14 

9 

41 

22 

33 

690 

723 

699 


Change 

-245 

•96 

-149 

-114 

-20 

-18 

12 

-23 

-280 

-304 

-179 

CFE 

1999 

0 

250 

-250 

0 

0 

0 

0 

0 

-250 

-250 

-250 

CFE 

2000 

3 

277 

-274 

0 

0 

0 

0 

1 

-274 

-274 

-274 


Change 

3 

27 

-25 

0 

0 

0 

0 

1 

-25 

-24 

-24 

All 

1999 

9,900 

3,386 

6,515 

340 

55 

214 

41 

1,119 

7,069 

8,187 

7,729 

All 

2000 

7,815 

4,380 

3,435 

361 

163 

2.202 

1.246 

1.944 

5.998 

7,942 

6,788 


Change 

■2,085 

994 

-3,079 

20 

108 

1,986 

1,205 

826 

-1,071 

-245 

-941 


Notes: 

1. Regions: NW = Northwest, SW=Southwest. CA=lntemai California Inter-ties, CFE = Mexico 

2. Year 1999 data based on hourly averages for 56 hours between June-August 1999 when total ISO 
loads > 40,000 MW. 

3. Year 2000 data based on hourly averages for 51 hours in June 2000 when total ISO loads > 40,000 
MW. 
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Figure 26. Comparison of Regional Energy Market Prices 
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A key question facing the ISO in the context of addressing shortages of scheduled supply and setting the 
price cap involves the degree to which the ISO's real time market drives or follows other regional supply 
markets. On one hand, since the ISO's real time market is the final energy market chronologically and is 
marked by very limited demand elasticity, the real time market may, in effect, set the opportunity cost for 
both buyers and sellers in other forward markets. Thus, whether prices in the real time market reflect true 
scarcity or market power, the resulting prices nevertheless represent an opportunity cost that is likely to 
affect prices in other markets. At the same time, since the ISO's real time market is the final energy market 
to clear chronologically, during periods of true scatci^ most available supplies may be committed through 
other markets or bilateral transactions unless suppliers expect to receive comparable or higher prices in the 
real time market. In this manner, real time prices may be driven by other markets during periods of true 
scarcity of supply. 

The remainder of this section provides a brief, preliminary examination of the potential relalionship between 
the ISO real time market and other markets: 

> Spot Market vs Real Time Prices. First, average real lime prices are compared to daily spot market 
prices to examine the degree to which prices in these markets appear to track, diverge and follow 
one another. When comparing prices in these two markets, it is important to note that hourly real time 
prices must be averaged over the 16 hour period used to calculate spot market price indices that are 
used to report prices in these markets. As shown in Figure 27, prices in these markets track closely, 
but tend to diverge during high priced periods, with spikes in spot prices lagging behind spikes in the 
real time market. Prices in the two markets continued to track in a similar manner in July, following 
the lowering of the ISO's price cap from $750 to $500, with overall prices in both markets lower even 
during high loads during the week of July 18-25. Together, these trends provide limited indication 
that spot market prices (for transactions at the beginning of each operating day) may tend to be 
driven in large part by the previous day real time prices. 

> Impact of Price Cap Decision on Futures Prices. Futures prices can also be examined to assess 
whether these prices appear to have been affected by price decisions about the price cap in the ISO 
real time market. Figure 28 shows a time series of electricity and gas futures prices up to and shortly 
after the recent Board meetings concerning price caps. As shown in Figure 27, the rise in futures 
prices from April to early June is closely correlated with gas futures prices, but jumped more sharply 
following the price spikes in mid June. Futures prices actually rose sharply for several days after the 
price cap was lowered to $500, before faffing in conjunction with gas futures prices just prior the July 
6, ISO Board meeting at which price caps were kept at $500. Thus, futures prices also appear to 
provide a limited and mixed indication of the relationship between these markets. 
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Figure 27. Comparison of Daily Spot vs Reai Time Price 
Palo Verde and SP15 
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Figure 28. Electricity Future Prices (Palo Verde) 
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VII. Market Power and Supply Scarcity 

This section examines the issue of market power vs. supply scarcity in the context of the recent price 
spikes, as well as the behavior of market participants in causing price spikes. Analysis of supply and 
demand conditions presented in this section indicate that the persistent price spikes in June and July reflect 
both the exercise of market power, as well as absolute scarcity of supply during numerous hours. 

Available Supply vs. Total System Demand 

Figures 29 through 31 compare hourly supply and demand conditions for three periods during May and 
June when prices spiked in California's markets. Figure 29 provides a discussion of supply and demand 
conditions during each of these periods. For this analysis, total supply was estimated as follows: 

> For the thermal units of non-utility owners, total available supply was based on the maximum operating 
level of each unit (as indicated in historical metered information) that was in operation and/or bid into 
the ISO markets. 

> For all other units within ISO control area, total supply was calculated for each hour based on total 
actual generation (including scheduled energy, real lime energy dispatched and uninstructed 
deviations), plus any additional (non-dispatched) capacity bid into the market as Ancillary Services or 
Supplemental Energy markets. This assumption reflects the fact that most of these units are hydro, 

QFs or utility-owned generation which is operated and bid into the market during high load hours 
whenever it is available, 

> For imports, available supply was based on final hour ahead schedules (for energy and ancillary 
service capacity), plus supplemental energy bids and any out-of-market purchases made during 
periods of peak demand. For imports, both energy and capacity needed to be estimated based on 
schedules and dispatches, rather than metering data, due to the lag or lack of reliable metering data for 
many paths at this time. 

> The sum of estimated generation from all sources was reconciled with actual system loads as reported 
by the ISO based on telemeter data in order to account for system losses and any errors due to 
missing or inaccurate metering data. ” 

Total system demand for energy and capacity was calculated as follows: 

> Total realized system demand (as measured by the ISO based on telemeter data) was increased to 
reflect any load curtailments reported by FIDOs. 

> Total unmanaged demand for energy was then increased by 10 percent to reflect capacity required for 
Ancillary Services during peak periods (approximately 3% of upward regulation plus 7% for operating 
reserve, including spinning and non-spinning reserve). 


If metering information, final energy and ancillary schedules, and supplemental energy bids indicated a unit was available 
during any hour of a day, it was assumed the unit's full capacity was available for that operating day. 
rr For virtually all peak hours with relatively tight supply and demand conditions, the reconciliation the sum of unit level estimates 
of generation (plus import schedules) was between approximately t to 3% of the ISO official estimate of system loads. This is 
within the range expected to line losses, in combinatioo with other any errors due to missing or inaccurate metenng data 
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Figure 29. Demand and Supply Conditions (May 20-25) 
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Figure 29 compares total system demand and supply conditions for the period from May 20 to May 25. Total 
demand is shown in terms of system loads, as wd as total system demand for capaci^, which is estimated 
based on total loads plus 10% for ancilary services (Regulation Up, Spinning and Non-Spinning Reserve). 

Supply from within the ISO control area is shown for two Afferent categories: major non-utili^ owners of thermal 
generation divested by utilities, and ail other generation, vtftiich includes hydro, QFs, and other utiE^-owned 
generation. Supply from major non-utility owned thermal ur^ts is based on maximum generating capacity of units 
available or in operation. Supply from other resotrces is based on actual generation and capacity scheduled or 
bid into the ISO's markets. This approach is used to reflect the uncertainty and variability of actual capacity 
available each hour from hydro units, QFs and many other sources of supply, and the assumption that under 
peak load conditions the owners of these units have an incentive to schedule or bid all available capacity into the 
market. 

Supply from imports is shown in terms of the following categories. Scheduled imports include energy plus 
operating reserves (spin and non-spin) scheduled mthe Day ^ad and Hour Ahead markets, import of 
Replacement Reserve is also shown to highlight the degree to which additional firm generation from other control 
areas was secured tiirough purchases of large quantities of Deviation Replacement Reserve In June. Finally, we 
show Supplemental Energy Bids and Out-of-Market purchases from suppliers outside the ISO control area to 
highlight the critical role these supplies have played in allowing the ISO to meet demand during peak load 
conditions. 

Figures 30 through 33 show similar comparisons of loads ^d supply during peak load periods in June, when the 
ISO experienced numerous hours of absolute scarci^ of si^^ply. 
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Figure 30. Demand and Supply Conditions (June 12-16) 
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Figure 32. Hourly Demand and Supply Conditions 
and Total Cost of Load Served (June 2000) 



180% 170% 160% 150% 140% 130% 120% 110% 100% 90% 

Total Available Supply as Percent of Demand 
(Load * 10%Ancltlary Services) 


The figure above compares the total price per MWh of load served in the ISO system at 
different supply and demand conditions, expressed in terms of total available supply as a 
percent of demand. The total price per MWh of load served is based on the prices and 
quantities purchased in the different energy and andliary service markets. Additional details of 
this analysis were presented in Section II of this report. Total available supply and system 
demand is based on analysis previously described in this section of the report. 

Also shown in Figure 32 are two reference lines that may be used to categorize different market 
outcomes. Hours to the right of the vertical dotted line represent hours when total available 
supply was insufficient to meet demand. The horizontal dotted line highlights hours where 
market outcomes appear to reflect competitive outcomes in which prices are not significantly In 
excess of the marginal operating cost of the highest cost thermal units within the ISO system. 
Together, these two lines also highlight market outcomes that are likely to reflect non- 
competitive market outcomes, or prices significantly in excess of system marginal costs despite 
sufficient supply. 

Table 4 provides a statistical summary of data shown in Figure 32. The Executive Summary of 
this report and later sections of this report provide additional discussion of the issue of market 
power vs. scarcity. 
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Table 4. Summary of Demand and Supply Conditions 
And Total Cost of Load Served (June 2000) 


Available Suppiy 
as Percent 
of Demand 

Number of Hours 

Hours Pet 

Avg. Load 

(MW) 

Avg. Costs 

$/MWh 

Total cost 

0\1illions) 

Percent of 

Total Costs 

<100% 

27 

4% 

4^651 

$709 

$807 

22% 

100-110% 

106 

15% 

37.853 

$324 

$1,335 

37% 

110-120% 

187 

26% 

33,202 

$121 

$779 

22% 

120-130% 

134 

19% 

29,813 

$83 

$353 

10% 

>130% 

266 

37% 

23,507 

$50 

$321 

9% 


720 




$3,595 



Other Indicators of Market Power 

Analysis shown in the previous secBon indicates that there are many hours of extremeiy high prices when 
suppiy and demand are relativeiy tight, but there is no apparent shortage of supply. During these hours 
high prices are most likely the result of market power. The presence of market power can be verified by a 
high bid price over variable cost by many suppliers in the ISO's markets. The highest variable cost of in- 
state generators is below $1 00/MWh, while many suppliers routinely bid a significant part of their capacity 
at $750 (the price cap level). These bids had to be selected to meet the demand during high load periods. 

Figure 33 shows a typical supply bid curve for all sources of real time energy during a peak hour of the 
June 26-30 price spikes. During these hours, a maximum of about 35,000 MW were scheduled in the Day 
Ahead and Hour Ahead markets, so that 5,000 MW or more of real time energy was needed to meet 
demand at load levels of 40,000 and higher. 

As shown in Figure 33, observed market power can be the result of combined bidding activity of in-state 
and out-of-state generators. The available data and tools do not allow detailed analysis of the market power 
of out-of-state generaSon owners. The CA ISO, however, is not aware of any acute regional shortages in 
most of the high price hours (as indicated by reports of either load shedding or inability to maintain 
minimum operating resenre margins in other control areas in the WSCC). The high price bid by out-of-state 
suppliers as well as the high prices quoted to ISO's out of market calls are indications of market power of 
out-of-state suppliers. 

The divestiture of generation resources by lOUs has resulted in a market share of approximately 9% for a 
few of the large non-utility generation companies. These companies are net sellers who can profit from 
causing price spikes. While for most hours of the market, the CA ISO market is sufficiently competitive, at 
high load conditions, a capacity share less than 10% can give several suppliers a pivotal position. This 
implies that at high load conditions, even suppBers with less than 9% market share can have significant 
market power. When net demand for capacity in the ISO control area is more than 91% of available 
capacity, suppliers can easily bid high prices, and know their bids will be accepted and set the market 
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clearing price. Thus we have the long rluration of prices at the price cap even when there is not a shortage 
on the system. 


Figure 33. Real Time Energy Bid Curve 
Typical Peak Hour, June 26-29 



Figures 34-36 provide an additional illustration of the exercise of market power under relatively high load 

conditions. 

> As shown in Figure 34, prices in the Replacement Reserve Market hit the $750 price cap virtually every 
day between the hours of 10 to 22 from June 13-15. Each of these days was marked by very similar 
load conditions, with peak loads in excess of 40,000 MW and a maximum of about 35,000 MW 
scheduled in the Day Ahead and Hour Ahead markets 

> It is important to note that units providing Replacement Reserve still receive the real time energy price 
in addition to this Replacement Reserve capacity payment when called to provide real time energy. 
Virtually all Replacement Reserve purchased by the ISO is needed to meet real time demand under 
high load conditions, so that the direct and indirect opportunity cost of providing Replacement Reserve 
Is likely to be minimal for most suppliers. 

> Although price spikes and large quantities of Replacement Reserve purchases on June 13 attracted 
addidonal supply into this market, prices continued to clear at $750 on June 14 and 15. As shown in 
Figures 36 and 37, approximately 1,000 MW of additional supply from imports and an additional 1,000 
MW of supply from non-ublity owned units in the ISO control area entered the market during this period. 
However, while additional supply from supplias outside the ISO conirol area bid as more aggressive 
price takers, a significandy higher pordon supply offered by non-udlity supplies within the control area 
was bid at or near the $750 price cap. 

> Despite the condnuadon of this bidding pattern, prices dropped on June 16 as loads fell well below 
40,00 MW, causing a dramadc decrease in quantity of replacement Reserve purchased by the ISO. 
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Figure 36. Replacement Reserve Bid Prices (Day Ahead Market) 
Non-Utility Generation, Within ISO Control Area (Hours 1 0-22 Only) 



Figure 37. Replacement Reserve Bid Prices (Day Ahead Market) 
Imports from Outside ISO Control Area (Hours 10-22 Only) 
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There are a number of potential mitigation measures that can be implemented to reduce the impact of this 
exercise of market power. All of the East Coast ISOs have implemented market power miUgation 
measures to deal with these circumstances. The basic feature of these approaches is to specify conditions 
under which generators' bids will be re-set to previously agreed upon cost-based levels or average prices 
during periods which the generator's bids were deemed reasonable. The Department of Market Analysis is 
exploring the feasibility of implementing these and other market power mitigation options within the 
California market design. 
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Re- San Diego Gas & Electric Company v. Sellers of Energy and Ancillary 

Services Into Markets Operated by the California Independent ^/stetn„^^)Q^ 
Operator and the Califdmia Power Exchange, Docket No. ELOO.OS.OeSi'Snd 
InvesSgaBon of Practices of the CaTrlomia Independent System Operator and 
the California Power Exchange, Docket No. EL00-96-9e6-/^ ^ 


Dear Secretary Boergers; 

By this submission, the Caiifbmia independent System Operator Corporation 
(“ISO”)’ is tendering the specifics of a proposed Offer of Settlement addressed to a core 
issue in the pending dockets - the need to have in place as soon as is practirable a 
system-wide market power mitigation regime. This submission Is not intended to displace 
the important Congestion Management and market redesign efforts that now are neanng 
completion. Rather, it is complementary to those initiatives and addressed to issues that 
cannot be ignored in the interim and that are likely to persist even with market reformation, 
for they are attributable not to design inadequacies, but to infrastructure insufficiency. 


' Capitalized terms are used as defined in Appendix A of the ISO Tariff. 
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The proposal is submitted as a statement of principles and In settlement format, 
both so that it may serve as a vehicle for constructive interchange among interested 
participants and so that it may result in corrective action on a schedule that is consistent 
with the gravity of the underlying problems. Because it is subrrWed in response to litigation 
already initiated, and for the sole purpose of providing a platform for the development of 
a consensual resolution, ISO management has not submitted the proposal to its Governing 
Board for its consideration. 

Shortly before the filing of this submission, the ISO berime aware of the Order 
issued by the Commission on October 19". The Commission's order calls for a special 
meeting on November 1 , 2000, a three-week comment period, and a public conference on 
November 9, 2000. The Commission indicates that it anticipates issuing an order adopting 
and directing remedies by December 31, 2000. The ISO believes that the procedural 
format laid oirt in this proposal can accommodate the Commission's procedural order and 
proposed schedule. 

To facilitate achievement of an expedited consensual resolution, the ISO urges the 
immediate appointment of a Settlement Judge under direction to convene a technical 
conference after the Commission's November 1 , 2000 meeting and before the public 
conference on November 9, 2000. Having comective action in place at the earliest date 
practicable can best be achieved through a consensual resolution among all affected 
participants. The ISO urges that the parties to these proceedings be directed to appear 
at that conference, accompanied by a principal empowered to make commitments, and 
that each be required to Micate its acceptance of the settlement principles or, failing that, 
its specific objections to any of its provisions together with suggested modifications that 
would be acceptable. If a consensual resolution is achieved. It would be the focus of the 
public conference on the November 9, 2000. If a resolution is not achieved, the settlement 
effort will nonetheless assist In the public discussion that takes place on November 9, 
2000. The ISO agrees With the need for a Commission order to be issued before the end 
of the calendar year, so that the ISO will be able to have the relief in place by the Spring 
of 2001. 

California's restructured electric power market unquestionably is experiencing 
severe difficulties, difficulties that largely were camouflaged while retail consumers were 
insulated from wholesale price spikes. But with the temporary lifting of price caps in the 
service territory of San Diego Gas & Electric Company, the gravity of the problems has 
become apparent and has provoked an outcry from all quarters. Understandably, this 
Commission Initiated both a broad investigation of power markets generally and a more 
specific expedited investigation of the California markets. Equally understandably, 
constituent groups have filed a series of complaints bringing to the fore more specific 
grievances and proposed solutions. 
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It perhaps also Is understandable that much of the criticism has been focused on 
the markets administered by the ISO. The ISO’s markets are, after all, visible and, as a 
result of a distortion of the intended market design, have been called upon to discharge 
responsibilities that never were intended to fall to the ISO. This is said not as a matter of 
excuipatlon, but as a fact. 

The principal responsibility of the ISO, a responsibility that it has discharged 
admirably under exceedingly trying circumstances this past summer, is to keep the lights 
on and to operate the ISO Controlled Grid and Its Interconnections with neighboring 
Control Areas reliably. This was accomplished notwithstanding the Allure of Supply 
indigenous to California to keep pace with Load growth (for much of the decade preceding 
restructuring, infrastructure investment In Generation and transmission largely was 
ignored) and notwithstanding the diminished availability of imports to a State that 
historically has been import dependent. 

When the California model was developed, it was recognized that the ISO, to meet 
its reliability responsibilities, would have to operate. In real-time, an Imbalance Energy 
market. However, it was always assumed (and intended) that no more than 5%, at the very 
outside, of the Load within the Control Area would be satisfied in that market. It was 
intended to be a fine-tuning mechanism, meeting Load that could not reasonably have 
been forecast in time to be balanced with Supply In a fbnward market. 

In sharp contrast to the intended market design, the ISO real-time Imbalance market 
regularly has been called upon to satisfy 20% of actual Load and on rxcasion as much as 
30% or more. This is intolerable from both a reliability and cost standpoint. This shift of 
responsibility has placed an enomious added burden on the ISO's Operations staff.’ Even 
though the challenges have been of unprecedented proportions, they were and are being 
met successfully. However, an Inevitable consequence of this shift in Load-satisfying 
responsibility from the Power Exchange (“PX") and bilateral forward markets to the ISO’s 
Real Time Market, apart from testing reliability In the extreme, was to focus attention on 
the wholesale prices that emerged when Supply had to be accepted because Demand 
(and the ISO) lacked the ability to say ‘no.’ 

It Is, quite frankly, tempting to provoke an analysis of where responsibility for current 
difficulties property should be assigned. That, however, would not be productive. Nor, we 
submit, would rt be productive to call for a reversal of resttucfuring. It was the failure of the 
regulatory paradigm to bring forth sufficient, reasonably priced Generation that was a 
principal impetus for restructuring. During the prior decade, virtually nothing was done to 


’ The ISO recognizes that its own policies may have contributed to underscheduling, and it already 
has taken corrective action. However, much more needs to be done. 
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supplement California’s aged Supply inventory; in the few years since, independent 
Generators have proposed approximately 40 new, efficient, and envlronmentally- 
preferential projects, requiring an investment of over $10 billion. 

Instead of focusing on the assignment of blame, it is imperative that we reach 
agreement on the underlying problems and on their solutions. In the Judgment of the ISO, 
and without In any way diminishing the significance of the need to reevaluate Congestion 
Management and market design, the core problems are: 

• infrastructure insufficiency, both Generation and transmission; 

• inadequate Demand-side price responsiveness: 

• insufficient forward contracting; 

• inadequate fonward scheduling; and 

• the need for market power mitigation - system-wide and iocal. 

It is important to note that there is widespread agreement on the core problems 
identified above, including among the PERC, State regulators, and the market monitoring 
entities of the ISO and the PX (both the internal market analysis units and the external 
market monitoring committees). In various orders and reports, these entitles have 
acknowledged the need (a) to site and build new generating and new transmission 
facilities, (b) to address the lack of retail Demand responsiveness, (c) for fonward 
contracting, (d) to reduce the amount of Load being served in the ISO's Real Time Market 
through more fonward scheduling, and (e) for market power mitigation.’ 

The proposal that comprises this submission addresses system-wide market power 
mitigation and includes provisions regarding fonward contracting and forward scheduling. 
The core problems regarding the Investment needed for new generation facilities, new 
transmission facilities, and retail Demand response (e.g., end-use metering equipment) 
require significant action by state regulatory bodies as well as actions by the ISO and 


’ See, e.g.. Sen Diggo Gee 4 Electric v. Sellere of Energy end AndHeiy Services Into Markets 
Operand try the CtaklbrnrB Power Exchange and CaBomia Independent System Operator 92 FERC $ 61 ,172 
at 61 ,605; August 2, 2000 Report to Governor Gray Davis by the President of the California Public Utilities 
Commission and IheChaliiTian of Electricity Ovarsight Board, Executive Summary; September 6. 2000 Report 
of the ISO's Market Surveillance Committee; and the August 10, 2000 Report of the ISO Department of 
Market Analysis to the EOB. 
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others,* and are not specifically addressed in this proposal. Preliminarily, however, it may 
be Instructive to summarize the initiatives that the ISO has underway to make the 
contribution it is able to make to the resolution of these issues. 

‘Local’ market power mitigation is part of the Congestion Management redesign 
effort, the results of which soon will be considered by the ISO Governing Board and then 
presented to the Commission. The stimulation of infrastructure development has been a 
principal focus of the ISO. Each year the ISO technical staff analyzes the Improvements 
that can be made to the backbone transmission system - from major new installations to 
rather minor, but still helpful, local modifications. To date, over $800 million in new 
transmission Investments have been approved by the ISO as needed, and hundreds of 
millions of dollars of additional transmission Investments are undergoing analysis. 

On the Generation side, the ISO has, where appropriate, utilized its contracting 
authority to support new Supply additions. And, in response to the ‘needle’ peak Issue 
that complicates significantly California’s Supply situation (Load typically Is below 35,000 
MW but can spike to as high as 44,000 MW for a few hours on relafively few days), the ISO 
has issued a Request for Bids soliciting Incremental peaking resources. The primary 
objective of this measure is to assure the availability of critical peaking resources; 
resources necessary to maintain reliable operation of the system. The objective Is to 
assure availability of critical peaking resources, but under a pricing regime that allows 
adequate compensation for those high cost units without distorting the Market Clearing 
Price that should pertain In a competitive baseload market. The b'rfurcation of the capacity 
required to address peak Demands from the majority of hours of the year In which the 
market is competitive is a practical recognition that, at least for the immediate future, there 
may not be a competitive market for peak needs absent significant participation by 
wholesale and retail Demand. The ISO, therefore, is endeavoring to obtain peaking 
resources through an alternative competitive regime. The success of this measure in 
addressing these non-competitive cimumstances will ultimately depend on the amount of 
peaking tesoumes the ISO is able to procure. The ISO's Demand Relief pmgrams also can 
make a significarrt contribution to peak management. Accordingly, the ISO again intends 
to issue a Request for Demand Relief proposals in time to assure the availability of those 
tools for the Spring and Summer of 2001 . 

These peak management resources - both Supply enhancement and Demand 
reduction - are being acquired competitively, but under a pricing mechanism that will not 
impact Market Clearing Prices in the markets traditionally administered by the PX and the 


* For example. State regulators must approve the siting, the construction, and the environmental 
review of new Generation and transmission facilities. The ISO, In consultation with State regulators and 
Market Participants, must develop and Implement policies concerning Interconnection and long-term grid 
planning matters. 
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ISO. Peaking units that can and should run only a few hundred hours a year must be 
assured of the opportunity to achieve fell cost recovery over those limited operating hours. 
If required to obtain that recovery in the traditional second-auction markets, clearing prices 
would be driven far above the competitive prices to be expected from non-peaking units. 
By establishing a differentiated pricing regime fer peaking resources, the go^ of assuring 
those units a feir opportunity of cost recovery, while insulating the traditional markets from 
inappropriate upward price pressure, can be realized. While peaking capacity and the 
ISO's Demand Relief programs are important elements in managing peak Demands, felly 
competitive retail markets require retail Demand that is able effectively to respond to price 
signals. The development of technical standards for, and the investment in, metering 
capability must be addressed in order to have effective Demand response by retail 
customers. 

Finally, the ISO has been endeavoring to stimulate fbnvard contracting and to 
encourage fbnvard scheduling. As to the latter, tariff changes already have been adopted 
and more are under consideration. As to the fonner, the ISO has begun both to explore 
long-term Supply availability and, because it firmly Is of the view that its market intervention 
should be minimized and that fonvard contracting more properly is the responsibility of 
load-serving entities, it has called upon the California Public Utilities Commission to 
empower and encourage utility distribution companies to forward contract. 

These efforts must and will continue. But parallel action to protect against the 
potential for the system-wide exercise of market power - that is, market power that is not 
the result of a locational advantage - must be put in place as soon as is practicable. The 
ISO intends, by this submission, to facilitate achievement of that goal, hopefully through 
a consensual process. The proposal that Is outlined in the enclosed Offer of Settlement 
and summarized below was designed as a comprehensive, implementable package. It is 
not presented, however, as a fait accompli but, rather, as a basis for considered 
deliberations. If the parties have suggestions for refinements or even for modifications, the 
ISO is prepared to explore them felly. What the ISO seeks to avoid is the squandering of 
time, prejudicing the pursuit, if necessary, of more acb'on-forcing steps. The time- 
imperative does not permit anything short of the fell commitment of all affected 
constituencies. That Is why we call for the immediate appointment of a Settlement Judge 
and for direction from the Commission that all parties be required, expeditiously, to respond 
with specificity. 

The proposal that is attached Is bottomed on the analyses undertaken 
independently by the Market Surveillance Committee and the Department of Market 
Analysis (‘DMA’}, each of which indicates that, while the markets are competitive for many 
hours of the year, market power is evident when available Supply is only moderately 
sufficient to meet Demand. See the attached Declaration of Dr. Eric Hildebrandt. In 
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response to these analyses, the ISO initially endeavored to develop a process that would 
allow for the biftjrcation of the market between 'ecmpetitive" and ‘non-oompetifive’ hours. 
However, bifurcation of the markets in this fashion would present issues of practicality and 
predictability. Accordingly, while willing to discuss any and all options in settlement 
negotiations (Including bifurcation of markets into competitive and non-competitive 
periods), the ISO Is proposing a simpler approach. Namely, the ISO proposes that the 
price cap be established at $100/Mwhr with the following exemptions:’ (1) if an owner 
demonstrates that a payment of $100/Mwhr would be inaufficient to cover the variable 
operating cost of a unit and make some reasonable contribution to fixed cost recovery, a 
higher cap would be fixed for that unit but that price would not establish the Market 
Clearing Price; (2) Generation fired by renewables would be exempt; (3) owners and 
operators whose units do not exceed 50 MW would be exempt; (4) incremental Generation 
(additions lo existing units and new units) would be exempt; (S) any owner or marketer who 
demonstrates that it has committed 70% or more of the availability of its in-State portfolio 
to an in-State Load-serving entity for a term extending at least through October 15, 2002, 
would be exempt, and (6) anports would be exempt.* Exempt units would be subject to 
whatever higher damage-control price cap is in place.’ It is the ISO’s expectation that the 
combined effect of the $100/Mwhr price cap with the availability of an exemption from that 
limitation will incline those that own or control Generation resources to forward contract. 

As a corollary measure, it is proposed that Load be required to forward contract for 
no less than 85% of projected requirements, as adjusted by season and time-of-day. 
Generation currently owned by Load-sen/ing entities would be counted in satisfoction of 
the 85% requirement. Finally, while fonward contracting should go a long way toward 
resolution of the underscheduling problem. Scheduling Coordinators would be required to 
schedule no less than 90% of Load In the Day-Ahead Market and no less than 95% In the 
Hour-Ahead Market. A charge would be assessed against Load and Generation that 
appears in real-time and that exceeds 1.10 and 1.05 times the balanced schedules 


*A price cap ceiling of SIOOfMwhr was selected because the analysis undertaken by the DMA 
indicates that during times when the market is workabty competitive, it clears at prices below SIOQ/Mwhr. 
See Hildebrandt Oedaiallon at 3,7,9. The ISO would propose to peg that ceding price to an assumed raondtly 
average burner tip price of natural gas at 37/MMBtu. To the extant that lie price of natural gas deviates from 
this assumed cost by more than a threshold level, say S%, it would be the ISO's Intention that the celling price 
be adjusted to reflect that cost Chengs. Applfcatlori of that standard today might require a price higher than 
$100/Mwhr in light of recent escalations In natural gas prices. It is proposed that the base price be 
established by relerence lo the most current natural gas infection avaBa^ at the time that the Commtssion 
approves the settlement 

'Imports present an especially vexing problem. A suggested solution is oflered but on this issue in 
particular, we encourage the parties to engage in frank discussions toward the end of developing a 
satisfactory compromise. 

’ Demand-side programs would not be subject to any payment cap. 
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submitted, respectively. In the Day-Ahead and Hour-Ahead Markets, and out-of-market 
costs would be charged to underscheduled Load and to Generation appearing in real-time 
in excess of balanced schedules. 

By requiring fbnward contracting to the extent proposed. Utility Distribution 
Companies, with the concurrence of the Public Utiiitles Commission, should be in a 
position to secure fbr their customers with the most Inelast'c Loads - residential and small 
commercial - adequate supplies at fixed rates. The ISO urges the participation of the 
Public Utilities Commission In this settlement effort so that the objective of consumer 
protection may best be realized. 

The ISO does not presume that its proposal is free of difficulties for either 
Generators or marketers or for Load-serving entities. The ISO does urge, however, that 
interested patties resist the Inclination to dwell on shortcomings, on the inclination to be 
critical. If the proposal were being offered as a final resolution, criticism might be 
appropriate. It Is offered. Instead, as a good faith basis for beginning a dialogue that no 
longer can be postponed. Development of an acceptable solution will require the 
cooperation of the ISO, of Market Parbdpants, of Load-serving entitles and their 
consumers, and of regulators. That is predsely what is so desperately needed at this 
critical juncture - cooperation and the cessation of finger-pointing. Nothing less is 
tolerable: nothing less will discharge the responsibility which each bears to ensure that 
restructuring works for the consumers who are to be its prindpal beneficiaries. 
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Copies of this submission are being served on aii parties to these consoiidated 
proceedings and Docket Nos. Docket Nos. ELOO-104-000, EL01-1-000, EL01-2-000 and 
EROO-3673. 


Sincereiy, 

r 

Edward Berlin 


Attachments: Offer of Settlement 

Declaration of Dr. Eric Hildebrandt, Ph.D. 

cc; All Parties 

The Honorable James J. Hoecker 
The Honorable Linda K. Breathitt 
The Honorable Curtis L. Hubert, Jr. 

The Honorable William L Massey 
Chairman Michael A. Kahn 

California Electricity Oversight Board 
President Loretta Lynch 

California Public Utility Commission 
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OFFER OF SETTLEMENT 
Guiding Pripclples 

I. Protection of Consumers from the Exercise of Market Power 

There is evidence that at times of supply insufficiency, California’s electricity markets are 
not workably competitive. As a consequence, load-serving entities, and in one case its consumers, 
have been subjected to unacceptably high prices. To provide consumers with protection fiom the 
exercise of market power, while providing supply with the incentive both to enter California’s 
markets and to forward contract with load-serving entities on terms that are fair to both, it is 
proposed that: 

(a) the payment price cap that applies in the markets administered by the ISO be reduced 
to SlOO/Mwhr, 

(b) that resources bidding into those markets be paid the maiket clearing price (“MCP”), 
but not in excess of SlOO/Mwhr. Bids submitted in excess of the SlOO/Mwhr 
payment cap would be rejected, unless they were submitted by an “exempt” entity, 
in which case the bidder would be paid the MCP not in excess of any prevailing 
damage-control cap (currently set at $250/Mwhr); 

(c) the Owner of a supply resource or supply portfolio (including commitments for 
demand reductions) could receive partial or complete exemption finm the 
SlOO/Mwhr payment price limitation: 
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(1) if it demonstrates that the SlWVMwhr price is insufficient to recover a unit’s 
avoided operating costs (the costs that would not be incuned if the unit did 
not operate) and make a contribution to fixed cost recovery. In that event, the 
unit would be paid a price sufficient to recover those costs and to make that 
contribution, but that price will neither establish the MCP paid to the Owner 
for other resources within its portfolio nor the MCP paid to others; 

(2) for generation that is powered by renewable resources (e.g. . wind, solar); 

(3) for a generation resource of 50 MW or less, providing that the Owner or 
operator of such resource neither owns nor operates a generating unit with a 
nameplate capacity in excess of 50 MW; 

(4) for incremental supply resources, either additions to existing units or the 
development of new units, located within the State of California; 

(5) for the remainder of a supply portfolio, if it is demonstrated that at least 70% 
of the portfolio is contractually committed to load-serving entities within 
California for a term extending at least through October 15, 2002; and 


- 2 - 
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(6) for imports from out-of-State resources but only to the extent that the imports 
exceed exports made by the Owner of the supply or by any directly- or 
indirectly-affiliated entity. 

(d) demand-side programs would not be subject to any payment cap, but could be 
compensated at a price that is acceptable to the Governing Board. 

n. Forward Contracting by Load 

It is a common attribute of commodity markets that those who must have access to supply 
- and therefore have requirements that are relatively inelastic - will hedge against exposure to spot 
price volatility by forward contracting for a significant portion of their requirements. The 
load-serving entities in California must be empowered to achieve this customary level of price 
protection and they must in fact exercise that authority. Therefore, it is proposed: 

(a) that load-serving entities commit to forward contracting for no less than 85% of their 
anticipated requirements, at least through October IS, 2002. In calculating 
satisfaction of this conunitment, load-serving entities would include capacity that 
they currently own; and 

(b) that the California Public Utilities Commission empower the Utility Distribution 
Companies to forward contract at least to that extent. 
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in. Forward Scheduling For hoad 

It is intolerable for the imbalance energy market to be the vehicle for the satisfaction of load 
that could and should have been anticipated and met in the forward markets. Forward contracting 
should help alleviate this problem and enable Scheduling Coordinators to adhere to a requirement 
to submit balanced schedules covering at least 90% of load in the Day- Ahead market, and 95% of 
load in the Hour-Ahead market. To ensure compliance with this requirement, it is proposed that; 

(a) a real-time charge (Large Uninstracted Deviation Charge) be assessed against load 
and generation that appears in real-time and exceeds 1.10 and 1 .05 times the balanced 
schedules submitted, respectively, in the Day- Ahead and Hour-Ahead markets; and 

(b) the ISO also proposes that a Real-time Trading Charge, initially set at zero, apply to 
all instructed deviations (both generation and load) that occur in real time. The 
purpose of this charge is to create a financial preference for all parties to trade in the 
forward markets; and 

(c) Out-of-Market costs will be charged to underscheduled load and to generation 
appearing in real-time in excess of balanced schedules. 


305 «) 35.1 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, 
Complainant, 

V. 

All Sellers of Ancillary Services into 
Martlets Operated by the 
California Independent System 
Operator Corporation and the 
California Power Exchange, 
Respondents. 

Investigation of Practices of the 

California Independent System 
Operator Corporation and the 
California Power Exchange 


) Docket No. ELOO-95-000 
) 

) 

) 

) 

) 

) 

) 

) 

) 

) 

) 

) Docket No. ELQO-98-000 
) 

) 

) 


DECLARATION OF ERIC HILDEBRANDT 


1. My name is Eric Hildebrandt. My address is 151 Blue Ravine Road, Folsom, 
California 95630. 1 am employed by the California Independent System Operator 
Corporation (“the ISO”) as Manager of Market Monitoring in the Department of 
Market Analysis (DMA). 

I have specialized in economic analysis and market research relating to energy 
issues for over ten years, with emphasis on research, planning and evaluation 
studies for the electric utility industry. Since joining the ISO over two years ago, I 
have worked extensively on analysis of the overall performance and 
competitiveness of California's energy and Ancillary Services markets, analysis 
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and mitigation of local market power thnough Reliability Must-Run (RMR) 
Contracts, and, most recently, on devetoping and analyzing system market 
power mitigation options. I am a primary author of a recent DMA report on 
California's market performance {California Enetyy Market Issues and 
Performance: May-June, 2000, Special Report by ISO DMA. August 10. 2000). 

2. I began my career in energy research at the Center for Energy and Environment 
at the University of Penns^vania, and then worked for over six years as an 
economic consultant to the electric utility industry, Prior to joining the ISO, I 
worked for over three years at the Sacramento Municipal Utility District as 
Supervisor of Monitoring and Evaluation. I have published numerous articles on 
energy issues in professional journals and have frequently presented my 
research in academic and industry forums. I hold a B.S, degree in Economics 
from the Colorado College, and an M.S. and a Ph.D. in Energy Management and 
Policy from the University of Pennsylvania. 

3. I provide this declaration in support of the proposed Offer of Settlement being 
submitted by the California ISO in the above captioned proceedings, 

4. The performance of the ISO markets over the past two years has shown that 
during most hours of the year supply conditions has been sufficient to ensure 
workable competition among suppliers and that such competition leads to prices 
closely aligned with the costs of supply required to meet demand. Analysis by 
the DMA shows that when significant supply exists (e.g., when total available 
supply reaches or exceeds 120% of system demand for energy and ancillary 
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services), prices tend to be close to the variable operating cost of the highest- 
cost generating unit required to meet demand. However, during high load hours 
and hours of limited supply, the combination of tight supply conditions and the 
limited ability of consumers to reduce consumption in response to prices creates 
the situatbn in which the markets are less than workably competitive. 

5. The persistently high prices observed in California’s wholesale energy markets 
since late May during periods when no absolute scarcity of supply exists provide 
a strong indication of lack of competitiveness over this period. While only a few 
peaking units have had estimated operating costs of $100/MWh, the combined 
hourly average wholesale cost of energy in the PX/ISO markets has exceeded 
$100/MWh of load served more than 1 ,200 hours or over 14% of total hours over 
this period on an annualized basis. In contrast, the average wholesale cost of 
energy in the PX/ISO markets exceeded $100/MWh during only 1% to 2% of 
hours during both the ISO’s first two years of operation. 

6. The DMA has also performed more systematic, quantitative analyses of market 
competitiveness and any potential scarcity of supply within the ISO system over 
the ISO’s first two and one half years by comparing the difference between the 
actual wholesale price of energy in the ISO system and an estimate of baseline 
costs that would be incurred under competitive market conditions. The 
competitive baseline price used in this analysis represents the estimated variable 
operating cost of the marginal thermal generation unit within the ISO system 
needed to meet system demand each hour, after taking into account the actual 
supply of imports and other supply resources within the ISO control area. The 
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degree to which actual wholesale energy costs (including load met in the PX Day 
Ahead market and the ISO real time market) exceed this competitive baseline 
cost (expressed as a percentage of actual whole prices) represents the price- 
cost markup. 

The methodology used to determine this competitive market baseline and price- 
cost mark-up can be briefly described as follows. First, the operating cost major 
thermal units within the ISO system are estimated based on unit heat rates, spot 
market gas prices, and estimates of other O&M costs. Second, the availability of 
each of these units is determined for each operating day based on metering, 
scheduling and bid data. Third, a thermal supply curve is developed by ranking 
units based on price, and summing up the capacity available at each price level. 
In the base case of our analysis, we also include in this “supply curve” real time 
energy bids from imports (submitted as Replacement Reserve and Supplemental 
Energy bids). Fourth, the net demand that must be met by these sources of 
supply is calculated by subtracting the actual output from all other sources of 
energy (including upward regulation) from the total system demand for energy 
(plus upward regulation). 

In effect, this approach "nets out" from system demand all sources of supply 
other than the major thenoal units within ISO system and real time energy from 
imports, and then calculates the marginal cost of meeting the remaining net 
demand based on the cost of the remaining supply of major thermal units and bid 
price of real time energy bids. Since the actual or opportunity cost of imports 
cannot be easily determined, we Include real time energy bids "as bid" in this 
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analysis in order to provide a conservative estimate of the degree to which 
wholesale prices exceed competitive levels. 

In order to assess the degree to which high whoiesale prices may be attributable 
to absolute scarcity of supply, we also identify the portion of the price-cost 
markup occurring during hours of potential resource scarcity. In this analysis, 
scarcity is defined based on hours when total available supply in the ISO system 
(including import bids and out-of-market purchases) is less than total system 
demand for energy plus 10% ancillary services (representing about 3% upward 
regulation, and 7% operating resen/e). Additional details of the methodology and 
results of our analysis of scarcity were presented in a previous DMA report 
{Report on California Energy Market Issues and Performance: May-June, 2000, 
Special Report by ISO DMA, August 10, 2000). 

Exhibit 1 presents result of this analysis of overall competitiveness of California’s 
wholesale energy markets based on the markup of prices above costs. As 
shown in Exhibit 1, wholesale costs exceeded this competitive baseline by only 
1% during the first year of operation and only 6% during the second year of 
operation. However, due to the very high price-cost markup since May of this 
year, wholesale costs have exceeded this competitive baseline by 39% on an 
annualized basis over this period. While a significant portion of the increase in 
wholesale costs above this competitive baseline have been incurred during hours 
of potential absolute resource scarcity, the bulk of these additional costs are 
attributable a lack of competition, rather than scarcity. In addition, prices 
continued to significantly exceed competitive levels even after the ISO's real time 
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Exhibit 1 . Analysis of Impact of Non-Competitivd Markets on Wholesale Energy Prices 




Competitive 

Avg. 

Markup 

Markup 

Markup as 


Avg. Wholesale 

Baseline 

Price-cost 

during 

during 

Percent of 


Cost($/MW)(1l Costs($/MW) 

Markup 

Hours of 

Hours of No 

Total 

Period 



(S/MW) 

Potential 

Potential 

Wholesale 


A 

B 

(A-B) 

Scarcity [21 

Sc^city 

Cost [31 

^r-98 

$23 

$27 

-$3 

$0 

-$3 

-12% 

May-98 

$13 

$11 

$1 

$0 

$1 

14% 

Jun-98 

$14 

$20 

-$6 

$0 

-$6 

-37% 

Juf-98 

$36 

$30 

$6 

$0 

$6 

18% 

Aug-98 

$43 

$34 

$10 

$0 

$10 

29% 

Sep-98 

$38 

$29 

$10 

$1 

$9 

22% 

Oct-98 

$27 

$29 

-$2 

$0 

-$2 

-6% 

Nov-98 

$26 

$30 

-$4 

$0 

-$4 

-13% 

Dec-98 

$30 

$30 

-$1 

$0 

-$1 

0% 

Jan-99 

$22 

$25 

-$3 

$0 

-$3 

-12% 

Fefa-99 

$20 

$24 

-$4 

$0 

-$4 

-17% 

Mar-9d 

$20 

$24 

-$3 

$0 

-$3 

-15% 

Apr-99 

$25 

$26 

-$1 

$0 

-$i 

-3% 

May-99 

$25 

$24 

$2 

$0 

$2 

8% 

Jun-99 

$27 

$27 

$0 

$0 

$0 

-1% 

Jul-99 

$35 

$29 

$6 

$1 

$5 

17% 

Aug-9d 

$38 

$33 

$5 

$1 

$4 

9% 

Sep-99 

$36 

$33 

$3 

$0 

$3 

10% 

Oct-99 

$50 

$38 

$12 

$0 

$12 

26% 

Nov-99 

$35 

$32 

$4 

$0 

$4 

12% 

Dec-99 

$30 

$30 

$0 

$0 

$0 

0% 

Jan-00 

$32 

$30 

$2 

$0 

$2 

6% 

Feb-QO 

$30 

$32 

-$2 

$0 

-$2 

-6% 

Mar-00 

$30 

$33 

-$3 

$0 

-$3 

-10% 

^r-00 

$31 

$31 

$0 

$0 

$0 

0% 

May-00 

$58 

$46 

$12 

$1 

$11 

22% 

Jun-00 

$147 

$64 

$93 

$26 

$67 

67% 

Jul-00 

$112 

$54 

$58 

$14 

$44 

56% 

Aug-00 

$167 

$64 

$104 

$28 

$76 

67% 

Seo-OO 

$119 

$70 

$49 

$9 

$39 

45% 

Apr 1998-Mar 1999 

$27 

$26 

$0 

$0 

$1 

1% 

Apr 1999-Mar 2000 

$33 

$31 

$2 

$0 

$2 

6% 

Oct 1999-SeD 2000 

$74 

$44 

$30 

$7 

$23 

39% 


[1] Avg Wholesale Cost = [Hour Ahead Schedulewpis x PX MCP npi 5 ] + [ Hour Ahead Schedulesps x 
PXMCPspis] [(System Load Hour - Ahead Schedulewpis) x Real Time MCP npis] [(System 
Load Hourspis' Ahead SchedulGspig) x Real Jane MCPspis] . 

where zonal schedules and loads are estimated based on Utility Distribution Company (UDC) area 
schedules and generation (with NP1 5 prices applied to PG&E area and SP1 5 prices applied to SCE 
and SDG&E sendee areas). 

[2] Hours of potential scarcity deHned as hours when market supply of capacity was less ihar^ total s^tem 
ene^y demand plus 10% ancillary services (3% upward regulation, plus 7% operating reserve). 

[3] Overall Price-Cost Markup = (Actual Wholesale Costs - Baseline Costs) / Baseline Costs, with hourly 
costs weighted by total system loads minus generation owned or under contract to UDCs (utility- 
owned generation, QFs, etc.) 
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price cap was lowered to $250 in August. 

7. Both the mettiodology and results of the analysis summarized in Exhibit 1 are 
similar to analysis performed by the Chairman of the ISO's Market Surveillance 
Committee (MSC) in conjunction with researchers at the University of California 
Energy Institute (Borenstein, Severin; Bushnell, James; and Wolak, Frank, 
“Diagnosing Market Power in California's Restructured Electridty Markets', 
August 2000; Updated results through June 2000 presented in An Analysis of the 
June 200 Price Spikes In the California ISO’s Energy and Ancillary Service 
Markets, MSC Report, September 6, 2000). Although conducted independently 
and with somewhat different assumptions, both of these studies readi essentially 
the same conclusion with respect to the significant increase in the degree to 
which the markets are not workably competitive since late May of this year. 

8. The fundamental solution to increased competition is create ways for consumers 
to respond to increasing prices, accelerate entry to the market by new suppliers, 
and provide consumers the ability to avoid or hedge against the financial impacts 
of periods when workable competition is lacking through long term contracts. 
The DMA is examining the appropriate structural market changes to achieve 
these objectives, and will continue to present its analyses to the ISO Board to 
assist in the development of needed market reforms. However, needed 
structural market changes or developments are likely to require at least two years 
to be implemented to a degree that will ensure a workably competitive market. In 
the interim, mitigation of insufficient competition and its financial impatd on 
consumers (and load serving entities that may be obligated to serve customers at 
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limited prices) is necessary to allow continued development of deregulated 
energy markets, rather than either a retreat to rost-based regulation. 

The settlement agreement being proposed by tfie ISO at this time provides a 
framework for balancing the goal of protecting against the financial impacts of 
periods of insufficient competition over the short-temn, with the need to 
accelerate the development of key structural changes necessary to ensure an 
efficient, equitable deregulated energy market over the longer term. Specifically, 
the proposed approach is designed to allow the bulk of wholesale energy costs 
(i.e. 80 to 90%) to be met at a lower, more reasonable and less volatile price, 
while allowing the remaining 10% to 20% to be met through a more robust spot 
market, which includes both the Day Ahead PX market and the ISO's real time 
imbalance market. This approach provides protection against the bulk of the 
financial impacts of a lack of competitiveness, without destroying the marginal 
price signals sent through higher spot market prices in periods of tight supply and 
demand. Preserving such price signals is essential for fostering development of 
demand elasticity and accelerating development of new supply. 

The preferred outcome of the ISO's proposed settlement is to increase the level 
of forward contracting between the state's major load serving entities and non- 
utility generation owners to a level that would ensure that 80% to 90% of total 
ISO system load is covered through a combination of utility-owned generation 
and long term contracts with non-utility generation. In addition providing a 
financial hedge against the bulk of the impacts of insufficiently competittve 
markets, this would significantly reduce the reliability problems associated with 
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the current level of under-scheduling of loads and generation during periods 
vi/hen competition is lacking. However, in the absence of forward contracting, the 
proposed approach also provides for an alternative $1 00/MW payment cap, 
representing a level that provides significant protectton for buyers when 
competition is lacking, and exceeds the variable cost of virtually all thermal 
generation with the ISO system. The proposed approach allows for payment 
beyond the $100 cap for the limited number of units that may demonstrate costs 
in excess of this level. 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 


San Diego Gas & Electric Company, ) Docket No. EL00-95-O00 

Complainant, ) 

) 

V. ) 

) 

All Sellers of Ancillary Services into ) 

Markets Operated by the ) 

California Independent System ) 

Operator Corporation and the ) 

California Power Exchange, et al., ) 

Respondents. ) 

) 

Investigation of Practices of the } Docket No. ELOO-98-000 

California Independent System ) 

Operator Corporation and the ) 

California Power Exchange ) 


DECLARATION OF ERIC HILDEBRANDT 


I, Eric W. Hildebrandt, declare under penalty of perjury that the statements 
contained in the foregoing Declaration of Eric W. Hildebrandt are true and correct 
to the best of my knowledge, information, and belief. 


Executed on this j^^ay of October, 2000. 

Eric W. Hildebrandt 
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CERTtFICATE OF SERVICE 

I hereby certify that I have this day served the foregoing document upon all 
parties on the official service lists compiled by the Secretary in the above-captioned 
proceeding and Docket Nos. ELOO-104-000, EL01-1-000. EL01-2-000 and EROO-3673 
in accordance with the requirements of Rule 2010 of the Commission’s Rules of 
Practice and Procedure (18 C.F.R. § 385.2010). 

Dated at Washington, D.C. this 20“’ day of October, 2000. 

Michlael E. Ward 
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Observed Abuses 

Inteizonal Congestion Gaining 

Intentional Creation cf Congestion 

On S 124199, Enron scheduled 2800 MW on a 1 5 MW' path knowing that all but 1 5 
MW would be cut during the congestion process. THs Bfcdy results in increased 
day-ahead energy prices, and ujCTeased congestion costs on the path where the 
game was played. Day-ahead peak energy prices increased from about $30 to 
about $45/MWh 

Referaice; ISO Market Operations Report 5/24/99 
Fictitious ckiy-ahead schedules comteT-flow to congestion 

Parties submit schedules flowing counter to congestion to recave congestion 
payments (these schedules also reduce the cost of congestion). The schedules are 
not pafonned in real-time. 

Reference e-mail from ISO dated 7/21/00 

Intrazonal Congestion Gaming 

INC game 

Specific generation in a local area is required to increase output to resolve a local 
reliability problem. When the generation becomes aware it is needed, bids are 
inoeased from competitive levels to the cap. hr 2000, the cost of the INC game 
has exceed $30 million. 

Reference: ISO FERC filing Docket No, EROO-555-000 dated 1U23/99 
“ANSWER OF CALIFORNIA INDEPENDENT SYSTEM OPERATOR 
CORPORATION TO MOTIONS TO INTERVEN'E, COMMENTS, PROTESTS, 
AND REQUEST FOR HEARING^, December 20, 1999 “Opinion of the ISO 
Department of Market Analysis” 

DEC game 

Specific generation in a local area is required to decrease output to resolve a local 
rdiability problem. When the generation becomes aware of the problem, it is bids 
negative prices and forces the ISO to pay the cap to reduce output. During the 
week of June 14, 1999 Duke was able to extract about a $1 miiUon a day as a 
resuh of this game. 

Reference: ISO Amendment 18, EERC Docket No. ER-99-3301 and ISO EERC 
Amendment 23 filing Docket No. EROO-555-000 “ANSWER OF CALIFORNIA 
INDEPENDENT SYSTEM OPERATOR CORPORATION TO MOTIONS TO 
INTERVENE, COMMENTS, PROTESTS, AND REQUEST FOR HEARING”, 
December 20, 1999 “Opinion of the ISO Department of Market Analysis” 

Scheduled/unscheduled maintenance of Reliability Must Run Units 

Units under contract to relieve local reliability problems have simultaneous outages 
(both scheduled and unscheduled). The ISO must find another unit to resolve the 
problem; often there is only one owner that solve the problem. 

This other imit plays the INC or DEC game and receives payments at the cap. 
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Out of Market ( OOM) changes in bidding behavior 

For local reliability reasons, the ISO requires a specific unit that has not bid. The 
ISO calls the unit and tells it is needed. The unit then bids the cap and forces the 
ISO to pay it the cap to perform 

Reference: ISO FERC fifing Docket No. EROO-555-000 dated 1 1/23/99 
“ANS^VER OF CALIFORNIA INDEPENDENT SYSTEM OPERATOR 
CORPORATION TO MOTIONS TO INTERVENE, COMMENTS, PROTESTS, 
AND REQUESTFORHEARING”, December 20, 1999 “Opinion ofthe ISO 
Depaitm«it of Maifcet Analysis” 

Real-time Energy Market Gaming 
Large quantities cf supply bid ca the cap 

Often several thousand of MWs are bid at the esq) during moderate to high load 
conditions. 

Reference: ISO DMA report to MSC, July 24, 2000 
Gaming of target price 

ISO reported that “thousands of MWs of DEC bids” were recaved on the ties. 
These bids resulting in an increase in the real-time price. 

Reference: ISO document “ISO Target Price Change”, 4/4/00 and SCE 
documait "ISO Target Price; Problems with new Methodology”. 

Removing bids from the BEEP stack -when the ISO indicates supplies are tight 

When ISO indicates supplies are tight, parties remove bids from the ISO real-time 
market. This increases likelihood of r^-time prices spikes, block OOM purchases 
(multiple hours) at the cap, increased replacement reserve purchases, and increases 
the probability of Stage El. 

Day-ahead Energy Market Gaming 
Supply -mthholdingfrom the day-ahead market 
Market power based bids 

Bidding does not reflect the cost of generation 

Congestion gaming 

Bidding supply into the unconstrained market that will be removed during the congestion 
process. 

Faiimg to hid supply to create congestion. 

MW ’'laundering" 

Exporting MWs outside of the ISO with the intent of selling back into the real- 
time market - Increases the day-ahead price, increases amount of load served in 
the real-time market, increases replacement reserve purchases, increases block 
OOM purchases. Increases likely that the C A ISO will be forced to declare a 
Stage ni emergency during real-time (suppliers can be paid above the cap under 
these circumstances.) 
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Andliary Servics Cbming 
Marizt power bidding 

Price of Repkcemem; Reserve readied $9999/MWh on My 13, 1998. Price of 
energy during that time was about SdO/MWh. Bidder assumed that software only 
accepted 4 figits, in reality the software allows 17 digits. 

Pricing for reserve ccpacity much more expensive Jhm price of underlying energy 

PartiaDy resolvrf by dianges to ISO maiket purchasing practices (Rational Buyer) 
Double SeUing of capacity 

Many instances of generators selling andHaiy savices, then dumping energy out of 
the capacity. ISO has not implemented “No Pay” to penalize this behavior. 

Failure to Perform 

ISO has reported that parties selling Regulation down have removed their 
generation from the ISO’s control and produced energy during periods of high 
prices. 
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Arenas for Investigation 

Ener^ Marittts 

Changes m bidding behavior from a vmt 

• Examine changes in bidding in both quantity and price during 

• Low loads 

• High l oads 

• Single sfflne/ split zones 

• Generation and transmission outages 

• ISO announcements (alerts, warnings. Stage I, Stage n) 

• Exannne changes in quantities bids at low, medium and high (cap) prices 

• Changes in portfolio bidding behavior from an owner 

• Examine changes in the total MWs bid into various maricets (PX day-ahead, PX day- 

ISO real-time energy, ISO ancillary services) 

• Examine changes in quantity of high price lads 

Withholding of pineal capacity 

• Examine duration and timing of scheduled and unscheduled maintenance 

• Examine behavior correlated with transmission outages and load conditions 

Examine behavior of rrmltiple owners 

• Coirdation of scheduled and imscheduled outages 

• Correlation of biddbg behavior between participants 

• Selection of market, price and quantity bidding behavior of individual units based on 
« ISO 2 day-ahead load forecasts. Real-time load conditions Transmission and 

generation outages 

• Quantity (as percent of total ownership) offered to PX day-ahead 

• Percentage of total bids offered at low, medium, high (cap) prices 

• Correlation of capacity withdrawn from ISO and PX markets 

• Withdrawing bids firora ISO real-time markets 

Changes in the amount of unscheduled capacity bid into the ISO real-time markets 

• Results in increased purchases of Replacement Reserves 

• lacreasM probability of block OOM calls 

• Increase probability of Stage DI payments above the cap 

Bilateral contracts 

• Examine the total amount of power parties have obtained via contract 

• Have third parties obtained market power via contract? 

• Examine contracts for ‘parking” 

Power is scheduled out of the ISO in the day-ahead with the intention of selling 
into the ISO real-time markets. NERC tags contain false information indicating 
that load outside of the ISO will be served. Parties may do this in an attempt to 
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withhold power from the day-ahoad market aad avoid detection, tiy to obtain 
block OOM calls, try to get Stage 01 above cap payments 

• Transfer of bidding and scheduling rights 

• A single party control the bidding behavior of multiple parties 

Congestion Markets 

• Behavior to increase Revenue from Finn Transmission Rights (FTRs)/cost of 
congestion 

• Scheduling practice of FTR holders over paths in which they hold FTRs 

• Adjustment bid practices ofpaities holding FTRs 

• Changes in adjustment bids based on system conditions 

• Behavior to increase zonal prices 

• Scheduiing practices 

• Frequency and magnitude of schedule changes on particular paths 

• Artifidal schedules may be submitted to increase the raagnitude/frequency of 
congesfron to increase amnal prices 

Ancillary Services Markets 

• Changes in bidding behavior of both price and quantity offered 

• C h a ng es of bidding behavior during low and high load conditions, single zone/spKt 
zones 

• Quantity bid at high prices 

• Corrdanon of quantity, price bids between suppliers 
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